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EDITORIAL
Accountants are still laboring under a 
heavy cloud of uncertainty because of 
the potential perils which seem to have
been thrown around their practice by some of the provisions of 
the federal securities act. Conferences, formal and informal, 
have been taking place during the summer, for the purpose of 
determining, if possible, exactly what additional liability may 
attach to the signing of an accountant’s certificate and what may 
be the range beyond which an accountant can not venture 
safely. As every reader of this magazine knows, the act re­
quires that prospective issuers of securities shall present financial 
statements certified by public accountants, and it fixes a definite 
responsibility upon the accountants who certify. The federal 
trade commission, which is charged with authority to administer 
the act, has promulgated regulations which prescribe to some 
extent the content of the accountant’s certificate, and the com­
mission has also issued a form of registered statement which 
specifies in some detail the information which the accountant 
must disclose and the manner in which he shall disclose it. The 
registration statement and schedules required by the federal 
trade commission should, of course, be carefully studied by every 
practising accountant and, in fact, by every other person or firm 
or corporation which may by the terms of the act be laden with 
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The first consideration which will en­
gage the attention of practitioners is 
naturally that which relates to instructions as to procedure. 
Every accountant will desire to comply so far as he may do so 
with the specifications laid down. Probably the requirements 
do not impose a burden impossible to be borne. The second con­
sideration, however, is less easily understood. This is the ques­
tion of liability. Under the heading, “civil liabilities on account 
of false registration statement,” section 11 of the act provides 
that, in cases of untruths or material omissions in a registration 
statement, any person acquiring the security may sue the signers 
of the registration statement and the experts, including account­
ants, who with their consent have been named as having pre­
pared or certified any part of the statement. The section 
recognizes certain defenses and provides for contribution among 
parties held liable. On this highly important point it is dif­
ficult to predict what fate will follow the administration of the 
act. It is provided in section 11 (a) that in case any part of 
the registration statement contained an untrue statement of a 
material fact or omitted to state a material fact, every person 
who signed the registration statement, every accountant, 
engineer or appraiser, or any person whose profession gives 
authority to a statement made by him, may be sued by any 
person acquiring a security issued in conjunction with the regis­
tration statement. Further, the person acquiring the security 
does not have to show that he was misled by the incorrect state­
ment or omission or even that he had ever read the registration 
statement or any part of it, unless it is proved that at the time of 
acquisition of the security he knew of such untruth or omission. 
The clause, which has been paraphrased, laying liability upon 
every person whose profession gives authority to a statement 
made by him seems to be all-embracing. It certainly must 
include accountants, lawyers, engineers, appraisers, architects, 
bankers and probably many others. Consequently, the scope 
of liability is enormous. In order to sue the accountant, how­
ever, the statement which purports to have been prepared or 
certified by him must be considered separately, and it must be 
found to contain an untrue statement of a material fact or an 
omission to state a material fact before there is a basis for a 
suit against the accountant. He is not responsible for state­




The Defense After the question of liability there fol­lows, of course, the question of defense. 
Here we discover a novelty in American law, for it appears that 
the burden of proof under the securities act is upon the defendant 
and not upon the plaintiff. In suits under section 11, the plaintiff 
must sustain the burden of proof that there has been in the part of 
the registration statement attributed to the accountant an untrue 
statement of a material fact or the omission of a material fact 
which should have been stated to avoid misleading the reader, 
and the plaintiff must also sustain the burden of proof that the 
security has been acquired and that the name of the accountant 
had been used with his, the accountant’s, consent. After the 
plaintiff has made this proof, the burden is placed on the defend­
ant to establish the defenses allowed under 11 (b). The term, 
burden of proof, has been discussed in innumerable cases. Per­
haps the definition contained in an old New Hampshire case, 
Lisbon v. Lyman, is as good as any. In that case Chief Justice 
Doe said :
“The burden of proof (in this case on the subject of emanci­
pation) was on the plaintiff; and this burden was not sustained, 
unless the plaintiff proved it by a preponderance of all the evi­
dence introduced on the subject. But it was not necessary for 
the plaintiff to produce anything more than the slightest pre­
ponderance. . . . Before any evidence was introduced, the 
scales in which the jury were to weigh the evidence were exactly 
balanced; if they remained so after all the evidence was intro­
duced, emancipation was not proved; if they tipped ever so 
little, in favor of the plaintiff, emancipation was proved.”
The defenses which are common to all suits naturally apply in 
cases arising under the securities act, and it is unnecessary to 
consider them here; but there are some doubtful points which 
will have to be tested in order to obtain authoritative interpre­
tation. The accountant can be sued only with respect to matter 
which purports to have been prepared or certified by him. But 
even in a profit-and-loss statement or balance-sheet certified by 
an accountant there may be items as to which he in turn has relied 
upon another expert. As to such statements section 11 (b) (3) 
(C) apparently imposes upon the accountant only the duty of 
having reasonable ground to believe and in fact believing that 
they were true, etc., and that they fairly represented the state-
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ment of the expert, etc. It will be noted that the accountant 
is not required here to make a “reasonable examination.” Ap­
parently this means that the accountant does not have to make 
an examination himself but may rely upon the other expert to 
do so. Reasonable ground to believe that the statements of the 
other expert were true and belief that they were true may well 
be grounded upon a knowledge of the good reputation of the other 
expert, unless something should arise which would put a reason­
able man on suspicion. But reasonable ground to believe that 
the registration statement fairly represents the statement of the 
other expert or was a fair copy of or extract from his report or 
valuation should be grounded upon an examination by the 
accountant of the original report or valuation of the expert 
and upon a comparison with the statement contained in the 
registration certificate.
These opinions are merely the results 
of a preliminary study of the act and 
regulations. Nothing has yet come
Two Schools of 
Thought
before the courts, and it is impossible to foresee what adjudica­
tion may follow the trial of causes arising from the act and its 
administration. There is a wide difference of opinion among 
accountants themselves. There is a school of thought, commend­
able if not exactly practical, which holds that an accountant should 
never hesitate to assume full financial and moral responsibility 
for every figure in the accounts of every company whose balance- 
sheet bears his certificate. Members of this school aver with 
a great deal of apparent reason that no accountant should 
seek to evade or avoid the absolutely full liability which by 
any stretch of imagination may be considered his. To sup­
port this theory there is the fundamental principle of profes­
sional integrity and rigid independence. On the other hand 
there is another school, more numerous and probably much more 
representative of the profession, which maintains that the as­
sumption of all-embracing liability may carry with it an over­
whelming burden. Members of this second school point out that 
an accountant’s certificate is at best merely an expression of his 
honest opinion and if he is to be held to a full legal liability for 
every figure, he may become the bearer of a burden of which he 
can have had no foreknowledge.
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There have been arguments presented 
in some of the daily papers and else­
where that the consternation which the 
federal securities act has created in the minds of many account­
ants is merely an indication of the accountants’ desire to escape 
the penalty of inaccurate work. Such statements are ill-consid­
ered and unjustified. Every accountant knows and every ex­
perienced business man should know that no accountant can 
possibly be sure that there is a total lack of error or fraud in every 
figure presented to him. The accountant never claims infalli­
bility—at least we can not imagine an accountant who would be 
so foolhardy. Even with the utmost care and the employment 
of the keenest mind there may come mistakes, unimportant in 
themselves, which under a strict interpretation of the federal 
securities act could be construed, if the courts were meticulous 
rather than equitable, into a failure to detect an inaccuracy. 
We do not believe that any court of justice would so literally 
construe the act or any of the regulations promulgated under it 
as to inflict a penalty upon an accountant who had certified a 
statement in the firm belief that it was correct after a proper 
investigation and the utilization of proper professional ability. 
Nevertheless, there is inherent in the act a grave danger, and this 
it is which is causing accountants so much doubt as to the prac­
tice of their profession under the new law. It can not be too 
vehemently repeated that the accounting profession will do its 
utmost to observe to the letter all laws which are fairly drawn 
and properly applied. They are charged with a responsibility 
which is heavy, but their opportunity to serve well the public 
and the country is almost unparalleled. They rightly feel that 
if they do all that can be reasonably expected of them they 
should not be placed in jeopardy or be called upon to meet a 
responsibility quite out of keeping with justice and fair play. 
To illustrate in a somewhat fantastic manner the dangers 
which some accountants think they have detected in the act, 
let us assume that the XYZ corporation, whose securities are 
listed on the principal stock exchanges of the country and are 
selling today at one hundred dollars each, should find its business 
declining and as a result the market prices of the securities should 
fall to ten dollars. A purchaser of a thousand shares of this stock 
might, it is said by extremists, discover that there had been a 
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tion and certified by an accountant. The investor whose thou­
sand shares of stock had declined in value from one hundred 
thousand dollars to ten thousand dollars could then sue the 
accountant for ninety thousand dollars, alleging that he had 
based his purchase upon reliance on the accountant’s certificate 
and that the loss was therefore attributable to the accountant’s 
negligence in failing to detect the error in the accounts. This, 
of course, is reductio ad absurdum. Nevertheless, there are por­
tions of the act which lend at least a color of possibility to the 
argument.
If the responsibility attaching to the 
accountant is to be expanded inordi­
nately as it may be pending adjudication of the act, it is certain 
that the accountant must do something to protect himself from 
those perils which, however improbable, are still possible. The 
vast extent of financial liability which might be involved is 
staggering. The accountant can not insure himself against any 
such world-wide liability as has been suggested. He may raise 
his fees four-fold or a hundred-fold and still remain in danger. 
He may carry insurance of colossal amount and still be inade­
quately protected from every possibility of disaster. Naturally 
no reputable accountant believes that he should escape the proper 
penalty for negligence, but we are concerned at present not with 
negligence but with inadvertence. It has been said in these 
pages many times that accountancy is not and can never be an 
exact science. It is only the exercise of experience, knowledge 
and integrity applied to the consideration of a group of facts and 
figures. Every accountant may err. No accountant denies the 
possibility of error. And consequently certificates are not state­
ments of mathematical precision but the honest expression of 
carefully weighed opinion. This is an element which seems to 
have been overlooked in the language of the act, and consequently 
it remains for the courts to determine where the accountant’s 
responsibility begins and, more important yet, where it ends. 
And what is true of the accountant is true also of the lawyer, 
the appraiser, the engineer and everyone else who is in any way 
associated with the affairs of companies whose securities are 
offered for sale. Probably the experience of a few years, if the 
act remain in force so long, will dissipate the needless fears 




A leader in a great industry is reported
The Journal of Accountancy
however, but perhaps he was not quite right. There is a great 
deal of talk about the passing of wealth. Some very cautious 
thinkers in the practical school are saying among themselves 
that the rich man is no more, and possibly he never will return. 
They hold with increasing firmness to the conviction that this 
day of God-only-knows is really a transition to something hitherto 
undreamt and they say, softly and fearfully when no one who 
would not understand can hear; “Even if a rich man were dis­
covered in some remote refuge from revolution he would no 
longer be rich. Taxes, confiscation, the slightly veiled commu­
nism of the new day would strip him bare. He would have to 
worry along with a loin cloth and a pair of sandals like the rest 
of us.”
It is not only here in America that the 
lament for wealth is heard. There is a 
vibrant echo of it in Britain and in
France. It is almost a paean of joy in the lands which are coming 
out of their miseries through the vision and power of benevolent 
dictators. Throughout the civilized world—we cling to con­
vention—there is a great deal more of weeping by the catafalque 
of Dives than most of us, who like to go our even way, would 
care to believe. The reason is evident and convincing. Wealth 
made rather a sorry mess of the business of ruling. It had its 
day, like all other potentates. Now the sun has gone down and 
the night is pretty dark. Some people think it is the end of a 
dynasty. Labor, the proletariat—which no one can define, but 
the word sounds well and terrifies the timid—the middle class— 
in which no one for a moment admits membership—any one or 
all of these will reign in the stead of the dethroned Wealth—at 
least it is so predicted. But it may be worth while, if for no 
better purpose than mental exercise, to remember one ever­
lasting verity—one that will defeat all the precious hopes and 
prophecies of the present iconoclasm. The truth is we all love 
and revere this god of yesterday. We are loyal to him, let us 
damn him as we may when the frenzy of reform is on us. We 
want him to reign over us, and tomorrow morning before the sun 
comes we shall all run up the eastward hill and strain our eyes 
for the first glint of the regal crown. If we did not love this 
beautiful, hard god it would be different. We should keep him 
out forever. But we will bring him back so long as the blood 
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The Old Order Will 
Return
Editorial
runs in our veins, because he is our king. We can not do without 
him. Few of us can ever touch the fringe of his robe, but we 
demand the right to reach out for it. And so the old Olympian 
will return and take up his kingdom. If governments or rulers 
or legislators or parties or cults or giants or pygmies oppose, it 
will all be one in the end. We want our golden tyrant and he 
can not be kept from us.
This is not metaphor only. It is blunt 
pragmatism. We should like to see a 
just distribution of wealth, so that the 
old abuses could never return; but whatever laws we make or 
whatever pious vows we offer we can not prevent the gaining or 
losing of wealth, so there will be rich men and poor men also, 
alas. When the world seems topsy-turvy the astrologers and 
soothsayers make their voices heard; but the world is more 
stable than we think it, and it is in the grip of immutable law. 
It will come out of the present fearful theorism into reality again. 
A few years from now a dozen men will look down the square 
vistas of Wall Street and laugh over the reminiscences of the 
reconstruction period as it was called. One of them will say, 
“And Charlie Schwab said there were no more rich men. He 
was a great joker, and some people took him seriously.” We are 
inclined to agree with that man of tomorrow. It may be wrong 
in morals and discouraging to the threadbare idealist, but there 
will be rich men again, many more than there were. But we 
think there will be fewer poor. All this will be when we shall 




Compulsory Audits by Public Accountants
By A. J. Watson
Although human nature is such as to resent compulsion in any 
phase of activity, we must recognize that organized society can 
only function smoothly through obedience to certain rules and 
regulations. In its initial stages business was built through 
rugged individualism, and we have prided ourselves in this coun­
try that business progress has been made by leaving the door open 
for individual initiative, so that in the period of a lifetime men 
might have the opportunity of building their own large business 
structures. Due, however, to the complexity of business in man­
ufacturing, distribution and financing we have gradually accu­
mulated many federal and state laws governing business until the 
entire realm of business transactions is, broadly speaking, 
regulated by law.
Accountancy, as a profession being relatively new, owes its 
growth primarily to organized business and, being the science of 
recording business transactions and the language which is used to 
inform the ownership of the results of the business enterprise and 
its financial position, it is natural that we as public accountants 
should be affected by compulsory rules and regulations.
The trend toward compulsory auditing may be classified in three 
main groups:
1. Governmental activities.
2. Banks and building-and-loan associations.
3. Corporations.
Governmental Activities
The federal government has recognized the necessity of com­
pulsory auditing by requiring annual audits of several of its 
activities. Recently provision was made for an audit of the cor­
poration to handle the Muscle Shoals activity, and annual audits 
are made of some corporations whose stock is owned by the fed­
eral government and of others which were organized for the 
purpose of carrying on certain business activities.
As far as I can ascertain no state government requires the audit 
of all its state activities, although certain departments of several 
of the states and certain commissions are required to have their 
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accounts audited. The state highway departments of a number 
of the states require all bidders on important contracts to submit 
statements certified by public accountants. Many states require 
independent audits of counties, school districts, etc. Several of 
these states require the audits to be made by a state department 
but others prescribe that the auditors shall be engaged by the 
governing board or by the grand jury. Audit is a requirement of 
many city charters and even where not required by law or char­
ter, increasing numbers of municipalities engage public account­
ants annually.
The state of California, in section 928 of the penal code, deals 
with the annual examination of the accounts of county officers as 
follows:
“ It shall be the duty of the grand jury annually to make a careful and com­
plete examination of the books, records, and accounts of all the officers of the 
county and of every city board of education within the county, and especially 
those pertaining to the revenue, and report as to the facts they have found, 
with such recommendations as they may deem proper and fit; and if, in their 
judgment, the services of an expert are necessary, they shall have power to 
employ one, at an agreed compensation, to be first approved by the court; and 
if, in their judgment, the services of assistants to such expert are required, they 
shall have power to employ such, at a compensation to be agreed upon and 
approved by the court.”
In the majority of California counties it is the practice of grand 
juries to engage either certified public accountants or public 
accountants to make the examinations required, although I 
think it is agreed that due to the unfortunate method of requiring 
written proposals stating a flat fee, this has not proved a very 
satisfactory field for accountants.
Banks and Building-and-Loan Associations
In several states where savings banks are organized and op­
erated as separate financial institutions, laws compel annual ex­
aminations by certified public accountants or public accountants. 
The commonwealth of Massachusetts, general laws, chapter 168, 
section 17, requires the trustees to appoint an auditing committee 
of three trustees who shall engage a certified public accountant to 
make at least an annual examination. The law prescribes the 
scope of such examination and requires that the report delivered 
to the auditing committee shall be read in detail at a meeting of 
the trustees and a copy shall be filed with the state commissioner.
Connecticut has a similar requirement for state banks and trust 
companies. The directors must appoint at least two auditors, 
251
The Journal of Accountancy
neither of whom is associated with the bank, who shall make an 
examination on September 30th of each year and file reports 
with the bank and the state commissioner. But, in lieu of such 
examination by the two auditors, the bank may be examined by 
public accountants at the close of business of any day selected 
by the board of trustees.
Pennsylvania recently amended the banking code providing for 
financial examination of state banks and a report by the board 
of directors, board of trustees or by accountants employed for 
that purpose. After completion of such examination, a written 
report, signed by the directors, trustees or by the account­
ants who conducted the examination must be filed with the de­
partment.
Delaware, under an act relating to banks, savings societies and 
trust companies, prescribes, in section 5, that the examination to 
be made annually by the state bank commissioner may be dis­
pensed with if a similar examination is made by a certified public 
accountant and such examination is acceptable to the state com­
missioner. Similar examinations are permitted by New Hamp­
shire and Vermont.
In California, although there is no similar provision that certi­
fied public accountants or public accountants shall examine 
savings banks, the laws covering building-and-loan associations 
provide, in article 10, section 10.05, that an audit of these associa­
tions should be made at least once a year by a “certified public 
accountant or public accountant or firm of certified or public 
accountants.” Certified balance-sheet and income account are to 
be furnished to the commissioner within ninety days of the close 
of the fiscal year, and the commissioner has the power to prescribe 
the scope of the audits and to call for additional information.
Corporations
In considering compulsory audits or examinations of corpora­
tions, partnerships, trusts or associations organized for carrying 
on business, it will be necessary to divide the subject into groups: 
(1) Compulsory audits (a) when securities are to be sold to inves­
tors and, (b) when making application for listing on stock ex­
changes and annually thereafter; (2) compulsory audits required 
by state corporation laws.
(1-a) The federal securities act of 1933 and the rules and regu­
lations promulgated by the federal trade commission are at 
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present being studied by investment bankers, financial writers, 
attorneys and public accountants.
This law governs the issuance of all securities to be sold or 
offered for sale in inter-state commerce or through the mails. 
Although small issues of securities by a corporation through un­
derwriters and to individual persons, solely within the state, do 
not come within the requirements of the act, I believe that in 
order to find a ready market for such securities the issuers and 
underwriters will comply with this federal legislation. The act, 
of course, recognizes the jurisdiction of the securities commission 
or corporation commissioner of any state; but if the procedure out­
lined in the federal securities act is to be accepted as the standard 
required by the investor, state officers will probably prescribe 
rules and regulations similar to it. It is recommended, therefore, 
that the standard set forth in the securities act should be care­
fully studied by every public accountant, not only because such 
knowledge will be necessary in his practice, but because the act 
contains requirements which may change the procedure of raising 
new capital and give federal approval and compulsion to the 
audits of corporations. This act may become a model or fore­
runner of state legislation making compulsory the audit of the 
accounts of corporations, the securities of which are offered to or 
held by the public.
Before securities of any kind can be sold or offered for sale the 
issuing corporation and underwriter, if there be one, must file 
with the federal trade commission a registration statement. As 
this statement in effect is also the prospectus or circular by which 
the securities are offered, the information to be set forth in it is of 
prime importance to accountants.
Of material interest are article 15 of the regulations and sections 
15, 51, 54 and 55 of the registration statement. These prescribe 
the forms of balance-sheet and profit-and-loss statement and 
surplus account, showing how and from what source this surplus 
was created. If the date of the filing of the registration state­
ment is more than six months after the close of the last fiscal year, 
a profit-and-loss account for the portion of the year to the nearest 
possible date must also be furnished. The profit-and-loss state­
ment differentiates between recurring and non-recurring income 
and between any investment and operating income. These 
statements must be certified by independent public account­
ants.
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If the proceeds from the sale of securities are to be applied to 
the purchase of any business, there must be submitted a profit- 
and-loss statement of such business for the three preceding fiscal 
years and a balance-sheet, both of which shall be certified by 
independent accountants.
The federal securities act of 1933 not only creates a demand for 
accounting services but it contains definite responsibilities for the 
accountant.
In many states, there is legislation for the control and super­
vision of the issuance of securities. In some instances these 
“blue-sky” laws prescribe that statements certified by account­
ants shall be furnished when applications are filed.
(1-b) Requirements of stock exchanges. Since April, 1932, the 
New York stock exchange has required corporations applying for 
listing to agree that future financial statements shall be audited 
by independent public accountants and accompanied by the 
certificate of such accountant showing the scope of the audit and 
any qualifications. All listing applications of the New York 
stock exchange after July 1, 1933, must contain a certificate of an 
independent public accountant as to the correctness of the 
balance-sheet, income statements and surplus accounts of the 
most recent fiscal year. In general, the scope of audit shall not 
be less than that indicated in the pamphlet issued by the federal 
reserve board in May, 1929, and entitled Verification of Financial 
Statements. Such audits shall also cover subsidiaries and the 
applicant for listing shall agree that future annual financial state­
ments shall be similarly audited and annual reports sent to the 
stockholders with a notice of the annual meeting. The listing 
committee of the New York stock exchange requires each listed 
company and all those now having annual audits to file annually, 
with each annual report, a letter from the corporation’s auditors 
replying to six specific questions relating to the character and 
extent of their audit. One of these questions relates to the scope 
of the audit as contemplated in the Federal Reserve Bulletin. A 
form letter with regard to this point, signed by several of the 
leading firms of public accountants, has been made available for 
distribution to all members of the American Institute of Ac­
countants.
The Edison Electric Institute, which has been formed lately as 
a successor to the national organization of light and power com­
panies, requires all its members to pledge themselves “to publish 
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financial statements which shall be audited by public account­
ants.” Most of the large light and power public utilities are 
members of the Edison Electric Institute and this requirement 
will set a standard for all the others.
A large group of corporations, namely railroads, insurance com­
panies, certain other public utilities and banking institutions, are 
subject to intensive scrutiny and examination by federal and 
state authorities and, although such auditing is not done by 
professional independent accountants, the affairs of such con­
cerns are subject to the review of independent boards or com­
missions.
(2) Compulsory audits required by state corporations laws. The 
various foreign or state governments in granting limited liability 
to stockholders of corporations have a responsibility to those in­
vesting in and to creditors doing business with such companies 
which may be met by requiring all corporations enjoying limited 
liability to have annual audits. Widespread ownership of cor­
porations makes it impracticable for the majority of stockholders 
to supervise and control the management, which often holds 
office by the practice of obtaining proxies and sometimes supplies 
the stockholders with only meager annual reports. Americans 
have been slow to advocate compulsory audits of corporations, 
but there is nothing new in such a requirement. The Eng­
lish companies acts have for many years required annual audits. 
The dominion and provincial companies acts in Canada and other 
British dominions demand audit. Recently in Germany and 
Denmark laws have been passed requiring corporations to 
submit their accounts for examination by public accountants.
The English companies’ act is specific—the directors of every 
company are required to present, at the annual general meeting, a 
balance-sheet and profit-and-loss account. The auditor’s report 
must be attached to this balance-sheet and if any balance-sheet is 
issued or published without having a copy of the auditor’s report 
attached the officers responsible are liable to a fine.
No restrictions of any kind are placed on the rights of the 
auditor—he is even specifically given the right to attend any 
general meeting at which accounts, reported upon by him, are 
presented and to make any statement or explanations he may 
desire. In his formal report he must state whether or not he has 
obtained all the information and explanations he has required and 
whether in his opinion the balance-sheet is properly drawn up so 
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as to exhibit a true and correct view of the state of the company’s 
affairs according to the best of his information and as shown by 
the books.
The English companies’ act contains no requirement that the 
auditor shall be a chartered accountant or even a public accountant. 
A director, officer or employee of the company, however, is not eligi­
ble as auditor. If an auditor is not appointed by the company at 
an annual general meeting, the board of trade may make such ap­
pointment on the application of any shareholder of the company.
The dominion companies’ act in Canada follows the English 
companies’ act closely, but, in one direction, it goes somewhat 
further in that it defines certain items which must be shown on the 
balance-sheet. A penalty is provided for issuing a balance-sheet 
without the auditor’s report attached or containing a reference 
to it. The various provinces of Canada also have companies’ 
acts similar to those of our states, but with one or two exceptions 
these acts provide for the appointment of auditors whose report 
must be attached to the annual financial statements.
In Germany corporations are required to furnish their stock­
holders annually with a balance-sheet and statement of income in 
detailed form. Attached to these statements must be an auditor’s 
certificate to the effect that the statements are correctly prepared 
and in agreement with the books and that all statutory require­
ments relative to the accounts have been observed. The auditor, 
although elected by the stockholders, is actually engaged by the 
officers, but if the officers and stockholders holding 10 per cent of 
the stock object to any particular auditor the matter is referred to 
the local court for selection. In addition to certifying, the auditor 
is required to report to the officers. The directors must convey 
to the stockholders any important comments in the auditor’s 
report. The German law makes the auditor liable for damage in 
case of negligence, although that term is not defined, and the 
auditor is subject to imprisonment and fine for false representa­
tion in his report or for concealment of important facts.
In the United States, the most definite and strict provision for 
the engagement of auditors by corporations is contained in the 
Massachusetts laws relating to corporations. Chapter 156, 
beside requiring an annual report to be filed with the state com­
missioner, states in section 49:
“Such report of a corporation which has a capital stock of one hundred 
thousand dollars or more shall be accompanied by a written statement on oath 
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by an auditor that such report represents the true condition of the affairs of 
said corporation as disclosed by its books at the time of making such audit. 
Such auditor shall be employed for each ensuing fiscal year by a committee of 
three stockholders who are not directors, which shall be selected at each annual 
meeting of the stockholders, but no bookkeeper, treasurer or other officer of the 
corporation shall be appointed as such auditor. The statement of the auditor 
shall be filed by him with said report in the office of the state secretary and shall 
be attached to and form part of it. The auditor shall be duly sworn to the 
faithful performance of his duties, and the officers of the corporation who sign 
said report of condition shall certify thereon that the auditor was duly elected 
and qualified as herein provided.”
Chapter 181, section 12, provides that every foreign corporation 
shall annually prepare and file in the office of the state secretary 
a certificate signed and sworn by officers and directors showing 
its capital stock, its assets and liabilities in the form required for 
domestic corporations and this certificate shall be accompanied 
with a written statement on oath by an auditor as provided in the 
foregoing section, except that such auditor shall, in all cases, be 
chosen by the board of directors.
Although there is no specific requirement that the auditor shall 
be a public accountant, I am assured that it has become the 
general custom to appoint public accountants.
In Pennsylvania, a bill passed in May, 1933, provides that 
unless the by-laws expressly provide otherwise, a financial report 
certified by an auditor elected by the shareholders shall be sent 
to the shareholders within ninety days of the close of the fiscal or 
calendar year. This report shall include a balance-sheet, a 
statement of income and profit and loss and details of the origina­
tion of the surplus account. It is important to note that provi­
sion is made for the election of the auditor by the stockholders, 
although unfortunately this requirement can be avoided by an 
amendment to the corporation by-laws.
Other states have requirements dealing with annual reports and 
their certification by officers of the corporation or public account­
ants. The corporation law of North Carolina provides that ‘‘ upon 
request of 25 per cent of the stockholders, or of any stockholder 
or stockholders owning 25 per cent of the capital stock, of a 
private corporation organized under the laws of North Carolina 
and doing business in this state, it is the duty of the officers of the 
corporation to have all of its books audited by a competent ac­
countant, so that its financial status may be ascertained.”
The general corporation act in Ohio contains a requirement 
somewhat similar to that of California (explained on next page), 
providing in section 8623-64 that at the annual meeting every 
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corporation shall lay before the shareholders a statement of profit 
and loss and a balance-sheet and surplus account made up to a 
date not more than four months before such meeting, with a cer­
tificate appended stating these statements to be true and correct 
and exhibiting a fair view of the corporation’s affairs according to 
its books. This must be signed by an officer or a public accountant 
or firm of public accountants. The corporation shall also mail 
a copy of such statement to any stockholder upon a written request.
The California corporation laws of 1931 set forth certain revo­
lutionary changes relating to annual financial reports and, al­
though the compulsory features of this act have not been changed, 
the 1933 legislature passed amendments to those sections dealing 
with corporations’ annual reports which I commend for careful 
study. All companies incorporated under the California cor­
poration laws, unless their by-laws specifically dispense with the 
issuance of such annual reports, must meet the following re­
quirements :
Directors must send to stockholders not later than 120 days 
from the close of the fiscal year an annual report which shall 
contain:
A. Balance-sheet at the closing date which shall state:
1. Bases of valuation of assets and any change in base 
during year.
2. Amount of surplus and sources thereof and changes 
during year.
3. Number of shares of each class authorized and out­
standing.
Number of shares, if any, in treasury and cost thereof 
and source from which such cost was paid.
4. Amount of loans to or from officers, shareholders and 
employees.
B. Profit-and-loss account for the year and additions and 






Extraordinary income or charges whether or not in­
cluded in operating income.
Amount and nature of income from subsidiaries.
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The financial statements are to be prepared from and to be in 
accordance with the books and to be certified by the presi­
dent, secretary, treasurer or public accountants and to be in 
form sanctioned by sound accounting practice for the par­
ticular business.
The balance-sheet of a holding corporation may be its separate 
balance-sheet or consolidated balance-sheet. If consolidated, 
the name of each subsidiary is to be stated and the balance- 
sheet of the holding company to be submitted is to contain 
the same information as if not consolidated. If not con­
solidated the balance-sheet shall show as separate items:
Aggregate amount of investments in shares of subsidiaries. 
Aggregate indebtedness of holding company to sub­
sidiaries.
Aggregate indebtedness of subsidiaries to holding company. 
How and in what amounts, profits or losses of subsidiaries 
have been taken up in accounts of holding company.
Shareholders of 10 per cent of number of shares (except in certain 
classes of companies) where no adequate statement is issued 
within six months may make written request for the state­
ment in the form prescribed for the annual report and certi­
fied by the president, secretary, treasurer or a public 
accountant.
If it were not for the stipulations in this section that the annual 
reports may be dispensed with by the by-laws and that the 
financial statements are to be certified by certain officers or a 
public accountant, there would be compulsory audits by law of all 
corporations in California. This, however, will only be accom­
plished step by step and by education of the general public. 
Whatever the cause, there is a growing demand that the financial 
affairs of government and industries shall be subjected to the 
scrutiny of professional accountants on behalf of the public. 
This is a recognition of the excellent work which accountants 
have performed in the past and an evidence that the public has 
faith in their ability and integrity. We can assume that in the 
future stockholders are going to demand the opportunity of con­
trolling the management and this can only be done if they are 
furnished complete and correct statements, independently pre­
pared, of the financial affairs of the corporation in which they 
have investments. Many newspapers have lately printed 
articles by financial writers joining in the demand that corpora-
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tion auditors be engaged by stockholders and not by the manage­
ment. I think we can profit by the experience of Great Britain 
where the early practice was to have the auditors engaged by the 
directors and it was found necessary to give this privilege to the 
stockholders. Let us, however, emphasize to stockholders that 
even though compulsory audits by public accountants become 
a legal necessity, this will not of itself give complete protection to 
their investments. Such an engagement does not give us the 
responsibility nor the privilege of management, nor control over 
the economic phases of business nor guarantee profits. Although 
the reform may come in time, much will depend upon the efforts 
of organized accountants in advising legislators as to the form in 
which compulsory demands should be prescribed.
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Social Origins of Modern Accountancy
By A. C. Littleton
Children and scientists should not enjoy exclusively the privi­
lege of asking unanswerable questions. There are other hard 
questions besides Who lights the stars at night? and What makes 
an apple fall? For example, an accountant in a burst of curiosity 
might like to join the others and ask: Who invented bookkeeping? 
Who designed auditing?
If such a fit of curiosity, having once descended upon our ac­
countant, should further drive him to do some special reading, his 
research would still fail to produce definite answers, for, as he 
presently would become aware, no one invented bookkeeping—it 
just grew. And no legislative committee devised auditing out of 
whole cloth to be written in the statutes. Auditing, too, just 
grew.
Such reading stimulates curiosity still more and induces further 
questions. Bookkeeping did perhaps just grow, but were there 
no actuating factors, no conditioning circumstances or starting 
impulses—no soil, sun or moisture? And so our accountant’s 
restless curiosity grows by what it feeds upon and produces in the 
end the following:
Bookkeeping under the microscope consists of arithmetic digits 
written down in a certain way. In essence it seems very simple, 
but in fact it is quite complex. Those digits, however neatly 
marshalled, are only symbols that need interpretation. They 
refer to a bewildering array of different things—lands, goods, 
money, capital, debts, hopes, savings, losses, promises, wages and a 
legion of other elements. But to recognize this complexity of 
constituent elements is only the beginning of understanding. If 
we turn the microscope upon the several elements themselves— 
those indispensable antecedents without which there could be no 
bookkeeping—it will perhaps illuminate the origins of double­
entry better than to look steadily at the complex whole.
The art of writing is the first of the indispensable antecedents 
revealed. It is at once accepted as indispensable, since book­
keeping is first of all a record, and we pass on. Arithmetic is next 
noticed. It is essential because the mechanical aspect of book­
keeping consists of a sequence of simple computations. Thus are 
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all the elements of bookkeeping scrutinized. Private property is 
indispensable, since bookkeeping is concerned with recording the 
facts about property and property rights; money, because book­
keeping is quite unnecessary except as it reduces all transactions 
in properties or property rights to this common denominator; 
credit, for there would be little impulse to make any record what­
ever if all exchanges were completed on the spot; commerce, for 
the reason that a merely local trade would never have created 
enough pressure in volume of business to stimulate men to co­
ordinate diverse ideas into a system; capital, since without capital 
commerce would be trivial and credit would be inconceivable.
These elements are recognized as essential to the formation of 
bookkeeping; had any of them not existed, double-entry’s ap­
pearance would have been problematical. If either property or 
capital were not present, there would be nothing for records to 
record. Without money, trade would be only barter; without 
credit, each transaction would be closed at the time; without 
commerce, the need for financial records would not extend beyond 
governmental taxes. If either writing or arithmetic were absent, 
the vehicle of bookkeeping would not exist.
Essential as they are, however, even these elements could not 
produce double-entry bookkeeping by merely appearing together 
historically. All of them were present in some form throughout 
the era of ancient history, but the early civilizations failed to pro­
duce double-entry as the term is now understood.
Writing, for example, is as old as civilization itself. Babylonian 
mortgages impressed in cuneiform characters upon clay tablets 
and Egyptian tax collections painted in hieroglyphics upon 
papyrus can still be read after more than four thousand years. 
But in none of this writing was there any sign of double-entry 
bookkeeping; for bookkeeping is more than a writing, although 
always written.
Arithmetic as we understand it—the easy and systematic 
manipulation of number symbols—did not exist in the ancient 
world, although the Greeks made great advances in geometry. 
Numbers could be expressed by the use of letters of the alphabet, 
it is true, but arithmetical manipulations, even addition and sub­
traction, were very difficult to perform. The lack of an easy 
means of computation must have been as strong a deterrent from 
organized financial record-making at that time as its later ap­
pearance was a favorable factor.
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Property is a requisite antecedent to bookkeeping, of course. 
Without the right to possess, enjoy and dispose of articles of prop­
erty there would be little reason indeed to “keep books.” But 
property rights under the ancient civilizations were not accom­
panied by all the other conditions necessary to bookkeeping. 
Property acquired by conquest or obtained from slave labor is 
likely to be expended in lavish display or in further wars—in any 
case, unproductively. The highest conceivable need for book­
keeping under these conditions would be satisfied with a sort of 
“stores accounting” which would merely tell what property was 
available. The accounting of the Egyptians did not extend 
beyond this process, and the financial records of the Roman head 
of a family were little better—hardly more than a record of 
receipts and disbursements.
Even the addition of the factor money to private property and 
the art of writing could not produce double-entry bookkeeping. 
These three factors made possible a written record of private 
properties which could be expressed in money as a common 
denominator. But the stimulus to convert a possibility into an 
actuality was lacking.
Credit there was too, such as was extended by the ancient 
money-changers. But this offered little incentive for completely 
systematic record-making. Loans were for the most part based 
upon pledged valuables as in modern pawn-brokerage. In the 
ancient world money was not often lent commercially, but rather 
against necessity—for consumption rather than for production or 
trade. Indeed, lending could hardly be called a credit transac­
tion until far into the Middle Ages. A loan upon pledged prop­
erty was to the lender practically a completed transaction. If the 
borrower never reappeared to redeem his property it was his loss, 
not the lender’s responsibility. There would be little need here 
for systematic records.
Nor was the commerce prevalent in the ancient world of the 
kind to give rise to bookkeeping. The Phoenicians were great 
traders along the coast of the eastern Mediterranean thirty-five 
hundred years ago, and are said to have given us our alphabet of 
twenty-six letters; but it is doubtful whether they gave us double­
entry. Barter needs no bookkeeping. The antecedent of 
double-entry which we designate “commerce” is not just a trad­
ing exchange; it must be an extensive commerce in order to pro­
duce the pressure of a great volume of trade. This sort did not 
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exist in the era of ancient history. The demand for trade goods 
was small because populations were relatively small and largely 
self-sufficing, as they consisted of many slaves, serfs and poor 
artisans with low purchasing power and only few people of wealth. 
Furthermore, the supply of trade goods was limited and the means 
of transportation inadequate. The commerce which was to 
assist in the formulation of double-entry had to be a profitable 
commerce, for this is the best means of saving a fund of capital 
which can be re-employed productively and thus in turn create 
additional capital.
This lack may have been the principal reason why the ancient 
world did not produce complete bookkeeping. The idea of pro­
ductive capital was not yet present. In that era of an agricul­
tural stage of development there was no occasion to consider capi­
tal as a factor in production. This stage was to be followed long 
afterward by an era of handicraft and one of commerce, and still 
later by an industrial era. These later stages were better suited 
to the development of bookkeeping, but none of them had been 
reached at the time when recurrent waves of invading barbarians 
pushed the remnants of Roman civilization into Constantinople 
and closed the doors upon ancient history.
There was capital, in the sense of wealth, in the ancient world, 
but the mere existence of wealth did not predispose other condi­
tions to the formation of double-entry. Wealth in marble palaces 
and secret hoards does not create conditions favorable to the ap­
pearance of a coordinate system of financial records. But other 
forms of wealth could do so—wealth, in the form of goods and 
ships, which is active, turning over, ever changing in producing 
more. Wealth in such forms creates questions and doubts and 
hopes, and men, in striving to find answers to these, slowly evolve 
or adapt methods of records to serve their needs. In other words, 
wealth in the ancient world was not possessed of the energy to 
become capital in the sense necessary to make it a true antecedent 
of double-entry.
Ancient wealth was not productive; it was not capital. It 
originated in tribute and the spoils of war. Wealth needed the 
pressure of an extensive and profitable commerce to give it real 
productivity. Such a commerce appeared in the Middle Ages 
largely as a result of the crusades. Wealth then originated in 
active trading exchanges. The purpose of the employment of capi­
tal and credit changed from consumption and display to use in 
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gainful enterprises in supplying newly felt wants with goods from 
distant sources.
This was the fertile soil from which double-entry grew. But 
there was need for sun as well as soil. The “sun” was proprie­
torship.
The early records of mediaeval commerce were merely “agency 
bookkeeping”—the records necessary to enable an agent or the 
active partner of a specific venture to report intelligently upon his 
activities. These, together with the records needed by bankers’ 
dealings in exchange, brought personal (debt) accounts into ex­
tensive use. Perhaps agency bookkeeping so systematized the 
record keeping as to make use in some cases of impersonal (goods) 
accounts and a “master’s account.”
These conditions produced a system of complementary, bi­
lateral accounts in which duality of entry was a feature and equi­
librium of totals was a result. But the achievement was not yet 
complete.
When continuing partnerships replaced single ventures and oc­
casional agreements, the recording problem passed from that asso­
ciated with an irregular reporting by an agent to that occasioned 
by a continuing investment of capital variously employed and 
periodically summarized. The new burdens expanded the ac­
count-procedure of agency bookkeeping into proprietorship 
bookkeeping. Not until bookkeeping was thus called upon to 
serve the enterprise as a unit were its full possibilities achieved.
Whereas wealth in antiquity was stagnant, wealth employed in 
mediæval trade became capital actively striving to reproduce 
itself. This was the first step toward true commercial proprietor­
ship. The “master’s account” of agency bookkeeping fore­
shadowed the “capital account” of the next step, but it was not 
thus converted until proprietorship had expanded the need for 
account-keeping.
The nineteenth century development of professional auditing in 
Great Britain is another good illustration of the way in which 
antecedent conditions produce subsequent results. It is not 
sufficient merely to point to the statutory audit as the basis for the 
growth of professional experts, for the question immediately 
arises: Why was such a statute proposed and passed by parlia­
ment? There are several parts to the answer.
In the early nineteenth century an increasing pressure was ap­
parent in England in favor of freedom of incorporation. The 
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resistance of the government slowly weakened and an approach 
was made in the second quarter of the century to permission for 
incorporation through compliance with a general statute. That 
constitutes the first point: the pressure of expanding commerce 
leads to incorporation by statute.
But the statutes prescribed an annual audit. The second point 
therefore is that England’s unpleasant experience with fraudulent 
stock promotions in the early eighteenth century—the so-called 
bubble period—leads to certain safeguard clauses in the corpora­
tion statutes of the nineteenth century, such as an audit in the 
interest of the inactive shareholders of the directors’ various 
activities.
Why is the thing prescribed an audit instead of some other pro­
tective device? This, then, is a third point: England’s experience 
in feudal days contained a suitable method for effectively super­
vising delegated responsibilities—the review or audit of the 
records of the various officers of the feudal baron’s household.
The device had been quite effective and could easily be adapted 
to the nineteenth-century need. The audit which was pre­
scribed for all joint-stock companies was therefore not without 
precedent.
But an understanding of why there was a statute and why it 
prescribed an audit does not also produce an understanding of 
whence came the men who were to grow into professional experts. 
The men were, first of all, bookkeepers. Bookkeeping knowledge 
was basic to auditing; the shareholders’ acquaintance with his 
company’s affairs had to come from bookkeeping data prepared 
for him. But mere acquaintance with the methods of double­
entry bookkeeping does not suffice to constitute “experts.” 
When the audit committees, consisting at first only of stockhold­
ers, began to understand the complexity of the task assigned to 
them, they soon sought assistance. They were presently per­
mitted by statute to employ “accountants.” No doubt in some 
cases these earlier outside assistants were simply bookkeepers who 
were not associated with the specific enterprises. But in many 
cases someone of more experience and judgment would be needed. 
Such men were found in the ranks of those who had delved into 
the inner intricacies of accounts in bankruptcies and other busi­
ness litigation and therefore had a deeper knowledge of ways and 
means than could have been obtained merely from writing up 
transactions.
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This bankruptcy work in turn arose from the statutes which 
sought to protect business creditors when their debtors became 
insolvent. And since insolvency was directly connected with the 
long series of financial crises which England experienced, it is evi­
dent that business crises of the nineteenth century were contribut­
ing factors to the development of professional auditing.
It is noteworthy that the British government played an impor­
tant part throughout this development. Bankruptcy legislation 
was passed very early in order to protect creditors as much as 
possible from unfair losses at the hands of unscrupulous debtors, 
and it was revised from time to time in various attempts to im­
prove the protection given. The publicity sections of the corpo­
ration statutes and the audit provision also had a similar purpose, 
for they were inserted to protect stockholders (as one type of 
creditor) from “stock-jobbing” promoters and fraudulent prac­
tices by company directors. Here are clear examples wherein 
organized society (government) undertakes to limit individual 
action in the interest of unorganized society, the latter being here 
represented by creditors and stockholders.
This illustrates well the fact that the development of account­
ing has been relative to society’s own development. It is un­
likely that professional auditing would have appeared when and 
where it did if England had had a parliament which was unrespon­
sive to the social needs of the time. Professional accounting, in 
the nineteenth-century sense, could not have appeared in fif­
teenth-century England, for the earlier age did not have the right 
kind of problems to call it forth. And it would be quite as un­
reasonable to expect to see fifteenth-century charge-and-discharge 
accounting satisfying the accounting needs of the nineteenth 
century.
Another good illustration of the interrelation of surrounding 
conditions and the development of accounting is found in the rise 
of theory. Double-entry bookkeeping, as expounded in a long 
line of early texts, was singularly devoid of theoretical discussions. 
The presentation was almost entirely descriptive—a verbal pic­
ture of bookkeeping routine. This in later years was supple­
mented by a multitude of rules of thumb for resolving transactions 
into debits and credits. But occasionally in the nineteenth cen­
tury a bookkeeping teacher appeared who perceived the inade­
quacies of the method of learning by rote and tried to replace rules 
by reasons. These few men saw more in bookkeeping than a 
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clerical routine and in transaction analysis more than a process of 
account personification. Practical business experience gave them 
a consciousness of the ultimate purpose of bookkeeping, which the 
mathematicians and writing masters of an earlier day did not 
have. And some deep instinct for good teaching seems to have 
led them to seek ways and means of bringing out the clear logic 
which was inherent in bookkeeping.
The clue to bookkeeping logic lay in proprietorship. When the 
teacher began to speculate about the nature of proprietor’s ex­
pense accounts and about the relation of the enterpriser to his 
enterprise, theory began. Here is the basis for that fundamental 
distinction between asset and expense which underlies so much of 
the theory of accounts. Here too the situation reveals the neces­
sity for a classification of accounts, a grouping together of like 
accounts which can be viewed in contrast with other groups 
having other major characteristics. This is recognized as the 
foundation of much of the value which financial statements 
possess; it is the basis of the technique of marshaling an array of 
figures into an enlightening display.
While a good deal of credit for the appearance of accounting 
theory is due to those teachers who were striving to reveal the 
intellectual side of double-entry, it is not unlikely that the many 
problems raised by corporations have created more discussion— 
and hence more theory—than did the teachers of bookkeeping.
The corporation’s contribution to accounting theory is three­
fold. Because of limited liability there was a legal obligation to 
retain in the business the amount of the capital contribution. It 
became important, therefore, to be able to make an accurate cal­
culation of the amount of assets which could safely be distributed. 
The necessity for such calculations gave added importance to 
knowledge enabling one properly to distinguish asset and expense.
Because the incorporation of an enterprise resulted in a definite 
continuity of economic existence (although with changeable mem­
bership), there was an economic obligation to maintain the pro­
ductive power of the enterprise. Here was a further use for sound 
theory to guide the management in making periodic calculations 
of the profits. Here, for example, was the practical justification 
for the theory of treating depreciation as a necessary cost of pro­
duction instead of a voluntary reservation of profits.
And finally, because corporations were aggregates of capital 
under delegated management, it was necessary to substitute 
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“figure knowledge’’ for personal acquaintance with detail by in­
vestors. Financial statements became the medium of stock­
holders’ knowledge of their affairs and thus gave added impor­
tance to well chosen account classifications which would make the 
statements clear and understandable.
These various conditions had conspired to improve the logic by 
means of which business facts were analyzed for bookkeeping 
records and to increase the clearness with which financial facts 
were presented to the understanding. This was theory—a refine­
ment of bookkeeping definitions and concepts. Some of these 
conditions, with others which were more deeply social in nature, 
created a need for expert professional services and at the same 
time produced a body of men capable of performing these services. 
This was auditing—a method of scrutinizing bookkeeping data. 
Still other circumstances brought about a very great advance in 
the technique of bookkeeping itself—this was cost accounting.
Our familiarity with the machine age makes it somewhat diffi­
cult to realize the revolution which is hidden in cost accounting. 
Just as double-entry bookkeeping was a revolution in account 
keeping, so costing, which is a complex process of calculating for 
one’s self the cost-make-up of his product, was a revolution in 
commercial bookkeeping wherein an article’s cost was simply the 
purchase price complete.
When double-entry was developing, and for many generations 
afterward, business was commercial rather than industrial; it was 
trade, not manufacture. Production was handicraft work in the 
family; it was a way of making a living rather than production for 
later distribution at a profit over cost. There were “costs,” of 
course—raw materials gathered or grown and the labor of the 
family—but there were no wages, few employees and little in­
vested capital. There was no need here for cost bookkeeping.
Costing problems began to appear when men began to work for 
money wages and when enterprising masters brought workmen 
and material together under one roof. This was the “factory 
system”; its cost bookkeeping, where any was attempted, was 
mainly in regard to kinds of material and quantities of articles 
produced. But, there was a real need to ascertain money costs 
(material prices, wages paid) in order to “test” the adequacy of 
selling prices. This was satisfactorily done in a general way quite 
easily, for “wool” and “wages” could still be treated with the 
account simplicity of trading expenditures.
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The soil in which cost accounting grew was the factory system 
of production. But it needed the sun of the industrial revolution 
to help it grow toward its destiny. With the industrial revolu­
tion came power machinery—first water wheels, then steam—and 
with machinery came the costing problems of fixed assets, depre­
ciation, overhead, etc. Later the nature of costing became more 
clearly evident and its calculations better refined. Methods of 
allocating cost units to product units were devised with such skill 
that cost accounting has finally become a veritable symphony of 
analysis and synthesis. But its origins are the intricate origins of 
the industrial revolution, the movement away from the land to the 
towns, the commutation of traditional services into wages, the in­
vention of machines which applied power to productive processes. 
If we are to understand cost accounting fully, these must consti­
tute the background. Costing therefore, like double-entry book­
keeping, auditing and accounting theory, was a product of sur­
rounding conditions.
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VI
By H. G. Humphreys
Discussion of the subject of costs of refined products was opened 
in article V of this series, published in the August issue of The 
Journal of Accountancy, in which (a) refinery department was 
the topic. This particular discussion is conducted in the suc­
ceeding paragraphs under the heads of (b) lubricating depart­
ment and (c) natural gasoline department.
Lubricating Department
The operations of the lubricating department usually are such 
that it would be more appropriate if it were called “compounding 
department.”
In the refinery department various commodities are produced 
from one original charging stock—crude oil. In the lubricating 
department many commodities are also produced, but by means 
of compounding various combinations of base oils and other 
ingredients, according to formulas. Ordinarily, most of the com­
ponent or base oils are produced in the refinery department. 
However, some of the component oils as well as various animal 
and vegetable ingredients are purchased from outside sources.
As a rule the operations of a compounding plant are planned so 
as to avoid lost motion. Stocks are so arranged that a physical 
inventory may be readily taken. All movements of oils, greases 
and containers, by steps, from commencement to completion of 
the finished products are reported daily by the plant to the cost 
division. The control of stocks is of paramount importance. 
While as a matter of necessity the lubricants in warehouses and 
stations are represented by a considerable figure in the com­
pany’s frozen assets, the plant stocks might be held at a volume 
that would yield a high rate of turnover per annum. Individual 
costs of products are necessary and, in order that they may be 
dependable, they must tie into the books of account.
It is not practicable to develop actual individual costs in time 
to be of any value to the management; therefore, they must be 
predetermined in whole or in part. The system described in the 
following paragraphs comprises an individual predetermined 
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cost of each product sold (or delivered) by product code, sub­
divided by container code.
As the result of close study of the entire subject, having regard 
for expectancy as to volume of business and price structure under 
present and future conditions, costs are predetermined for the 
following:
(a) Materials entering into each compounded product.
(b) Rate per gallon of compounding expense to be applied to 
each product uniformly.
(c) Each container and container-combination (cases and 
cans).
(d) Filling and handling (receiving, cleaning, shipping) each 
container and container-combination, including bulk 
(tank cars) and returnable containers (drums).
The record of these predetermined costs is arranged so that 
the unit cost of a particular product in bulk or in a particular kind 
of container may be readily ascertained. These unit costs, at 
the close of the month, are entered in a column in the sales analy­
sis next to the corresponding unit price realized from sales, thus 
affording a valuable means of comparison, not only as between 
results by products and by periods, but also as between the 
unit prices realized for a given product in various containers and 
the respective costs. Every merchandiser likes to sell most of 
that article from which he enjoys the biggest margin of profit. 
Such an article usually has to be sold, while the salesman merely 
takes orders for the article from which there is a lean margin of 
profit.
The expense classification varies according to the size and 
character of the plant. In large plants the expense is broken 
down into fine detail and charged as directly as may be to the 
various operating divisions, the indirect expense then being 
equitably apportioned to divisions under monthly agreement 
between the superintendent and controller. Expenses are about 
10 per cent of the total cost of the finished product. For 
present purposes, I shall assume that there are two divisions (a) 
compounding, (b) filling and handling, each having certain direct 
expenses, the balance being apportioned between the two.
As the products are compounded according to formulas it 
will be understood that predetermined costs of (a) compounded 
stocks are based entirely on market conditions. This is also 
true of (b) containers. The compounding expense rate is the
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product of expected gallonage into total normal compounding 
costs. The filling and handling rates, however, require to be 
graded. This is done in somewhat the following manner:
Containers and Predetermined Predetermined
combinations How many rates costs
1 100 .2 $ 20
2 150 1.0 150
3 200 1.4 280
4 250 1.6 400
etc.
Total $850
The control of stocks and costs is broadly illustrated in the 
table on the following page.
The subsidiary ledgers to accounts 1 and 3 contain a separate 
account for each kind of stock. Compounded-stocks account 
includes oils and greases in filled containers. The subsidiary 
ledgers to accounts 2 and 4 contain a separate account for each 
size of container or case-container combination. Entries to 
accounts 5 and 6 are made in monthly totals. All ledger sheets 
of accounts 3 to 6, inclusive, have separate columns for actual 
costs and for costs applied, the latter being closed into the former 
at the close of the year.
Quantities of components compounded are ascertained from 
the plant compounding reports (or register). These are recapit­
ulated with respect to each product (quantity ratios of each 
being checked against its formula) and are then valued at the 
respective average unit prices as per component-stocks-ledger 
accounts. Similarly, containers filled are recapitulated from 
plant reports and valued at the respective average unit prices 
given in the empty-containers-ledger account.
The costs as applied are developed in the sales and cost of sales 
analysis—later described.
A physical inventory of all plant stocks is taken as at 7 A.M. 
on the first day of each month. The difference between the 
quantity balance of each ledger account and the respective 
quantity inventoried, if substantial, is investigated and corrected. 
Minor differences—quantities only—may be recorded in the 
ledger or may be ignored until the end of the year.
After the completion of each month’s accounts, unit costs of 
all “actual” and “applied” ledger balances are carefully com­
pared and considered. Adjustments found necessary are effected
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Accounts of an Oil Company
by revising the rates of “applied” costs affected so as to absorb 
the amount of adjustment during the remainder of the year. 
At the close of the year all “applied” balances are closed into 
the respective “actual” columns, adjusted if necessary, and the 
inventory balances are then carried down in accordance with the 
predetermined schedule for the succeeding year.
The sales are analyzed and all costs recapitulated for account­
ing purposes, as follows:
I. Sales and unit cost of sales
Product No. 1) Each divided as between (a) external sales and (b) 
do 2) internal sales—transfers, plant consumption, etc.




code Cases Gallons Dollars Sales Cost
1











III. Cost of containers applied 
Container code How many Applied cost Amount
Total 1 




IV. Compounding expense applied
Total gallons,—all products—as per II, times applied 
rate of compounding expense. Total







How many Applied rate Amount
(Including containers III plus 
tank car and drum gallonage)
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VI. Journal entry—applied cost of sales 
Cost of sales Dr
To * Cost of compounding stocks applied
* Cost of containers applied
Compounding expense applied 
Filling and handling expense applied
* With details for subsidiary accounts.
Natural Gasoline Department
From present signs one seems justified in assuming that a 
greater degree of circumspection than has hitherto prevailed is 
to be exercised in the conservation of natural resources. This 
prospect, coupled with the expansion of the field of utilization of 
the components of casinghead gas in recent years, promises to 
produce deserved recognition of the economic importance of this 
branch of the petroleum industry.
Natural gasoline plants, for reasons of safety and economy, 
are erected at or near to the oil properties which produce casing­
head gas. Many of the large oil companies own chains of natural 
gasoline plants. The accounts and operating statistics of these 
enterprises form a valuable source of information for the guid­
ance of the management, not only in conducting current opera­
tions with due economy, but in determining the advisability of 
engaging in new projects.
Thus, should the characteristics of X—a new gas field which 
the company is surveying—resemble the initial characteristics 
of A—a natural gasoline enterprise which has been profitably 
operated by the company for a number of years—the historical 
record of the latter would be scrutinized, particularly for pitfalls 
to be avoided. Further considerations would be the location 
of the new producing property and the prospects of the market 
for natural gasoline. Assuming contracts to have been entered 
into for the purchase of casinghead gas from X property, a con­
servative tabulation, by years, would now be made of the pro­
spective outlay and earnings, so as to fix the probable pay-out 
date—the date at which earnings would equal outlay for plant 
and expenses, plus loss of interest. With this forecast com­
pleted and thoroughly checked, the size and type of initial plant 
would be decided. The plant would then be constructed in an 
amazingly short period and operations commenced under the 
best predetermined policy growing out of the study of all relative 
data. As operations proceeded, actual results would be com­
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pared from time to time with the figures contained in the pro­
spective tabulation mentioned.
Natural gas may be classified, according to natural gasoline 
content, as follows:
Dry gas.......................................... 0 to 0.1
Lean gas........................................ 0.1 to 0.5
Wet gas.......................................... over 0.5
gallons of gasoline 
per M cubic feet
Casinghead (wet) gas purchases are usually measured by means 
of an orifice meter consisting of an orifice disc and recording 
mechanism, which records on charts certain variables in pressure 
which, with the orifice disc coefficient, form the basis for deter­
mining the flow of gas in cubic feet per hour.
A disc, through the center of which is drilled an orifice, is 
flanged in the gas line between two tapped outlets, one of which 
is under upstream flow pressure and the other under downstream 
flow pressure. The fluctuating flow pressure (either at the up­
stream or the downstream tap, depending upon the type of 
connection set-up) is directly communicated to the chart by the 
mechanical recording device contained in the meter. The two 
outlets mentioned are connected to a U tube containing mercury, 
from which is also communicated to the chart the fluctuating 
difference between upstream and downstream pressures, expressed 
in inches of water (one inch of mercury being equal to thirteen 
and six-tenths inches of water in weight).
Typical factors and definitions follow:
(a) The quantity purchased is expressed in cubic feet per 24 hours. (See 
example following.)
(b) “Differential pressure” (excess of upstream over downstream pressure) 
is recorded on the chart in inches of water.
(c) “Static pressure” in pounds per square inch absolute equals gauged pres­
sure of flow (recorded on the chart in pounds per square inch) plus atmos­
pheric pressure (mid-continent average being 14.4 pounds per square 
inch).
(d) Pressure extension is the square root of (b) x (c).
(e) “Hourly orifice coefficient” is the quantity which flows per hour when the 
“differential” is one inch of water and the flow pressure is one pound 
per square inch absolute.
(f) (e) x (d) equals cubic feet per hour before adjustment for temperature, 
pressure base and specific gravity.
(g) Correction factors for temperature are taken from tables.
(h) Correction factors for pressure base and specific gravity combined are also 
taken from tables.
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The following example explains the computation of a gas purchase:
Flange connections.
Diameter of pipe, 6 inches.
Diameter of orifice, 3 inches.
Average differential pressure, 6 inches per chart
Average gauged flow pressure, 10 pounds  
Flowing temperature, 90 degrees Fahr.
Contract pressure base, 4 oz. above an assumed atmospheric pressure 
of 14.4 lbs. per square inch.
Specific gravity of gas, .95.
a=e√bXc X g X h X 24
= √ 6X(10 + 14.4) =12.1
quantity */ orifice X / pressure X /temperature\ X /pressure base &\ / hours X /M. cubic\ 
per =  (1913.8) X (12.1) x (.9723) x (1.0085) x (24) =  (545)
24 hours/ \coefficient/ \extension/ \ correction / \grav. correction/ \per day/ \ feet /
* Each orifice in place has its fixed coefficient as determined by actual experiment on the speci­
fied arrangement of connections.
Thus the chart becomes a faithful messenger carrying to the 
office certain basic information for determining the quantity of 
casinghead gas purchased. Accuracy in computation is effected 
by the use of a delicate instrument which, by following the fluc­
tuations of the two lines given on the chart, develops the average 
pressure per hour represented by each of the lines. The cash 
outlay on account of one of these charts may vary from 10 cents 
or less to 1,000 dollars or more.
A description of a contract form, such as is generally used in 
the purchase of casinghead gas, was given in the August issue of 
The Journal of Accountancy, pages 112 to 114.
There are at least three methods of producing natural gasoline, 
namely, the compression process, mineral-oil-absorption process 
and charcoal-absorption process. A description of these methods 
will be found in Petroleum Industry of the Southwest by Charles B. 
Eliot, domestic commerce series—No. 44, published by the 
United States government printing office,—a book that is replete 
with interesting data concerning the industry.
The greater numbers of natural gasoline sales are made to 
refiners for blending purposes. Formerly, the grade classification 
under which natural gasoline was sold only broadly described the 
different commodities, so that the purchaser did not know exactly 
what he was buying. It became apparent that a new classifica­
tion would have to be devised which would more definitely de­
scribe the characteristics of the various grades of natural gasoline.
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Accordingly, the Natural Gasoline Association of America spon­
sored a new set of specifications for commercial purposes, which 
have been generally adopted, viz:
1. Reid vapor pressure—10 to 34 pounds per square inch 
absolute.
2. Percentage evaporated at 140° F.—25 to 85.
3. Percentage evaporated at 275° F.—not less than 90.
4. End point—not higher than 375° F.
5. Corrosion—non-corrosive.
6. Doctor test—negative, “sweet”.
7. Color—Not less than plus 25 (Saybolt).
A circular giving further particulars of these specifications and 
of the testing procedure may be obtained from the Natural 
Gasoline Association of America at Tulsa, Oklahoma. The fol­






















In the common parlance of the trade, these grades are known as 
14 lb. material, 18 lb. material, etc., the vapor pressure being the 
chief factor with which the ordinary purchaser is concerned.
And so progress has been made. After all, this business con­
sists of exchanging merchandise for money, and these grade spe­
cifications were intended as yardsticks, not only for measuring the 
physical qualities of each grade, but also for measuring their 
proportionate money value. The laboratory did not quite suc­
ceed (politicians certainly could not do as well) and the law of 
supply and demand had its way, as usual. It was found that a 
range of four pounds vapor pressure was too wide for trading pur-
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poses, and now we find in actual practice an apportionment of 
value according to vapor pressure, approximately, as follows 
(with possible further modifications in the making):













The life of a gasoline plant depends upon the continued supply 
of a sufficient volume of gas and gasoline content to operate the 
plant profitably. While the supply of gas diminishes, the gaso­
line content per M cubic feet will be found to increase. The gaso­
line ratio in the foregoing statement is higher than the average, 
which is probably about 1.5 gallons per M cubic feet. A gasoline 
plant may be connected to ten or less wells. Others are con­
nected to a hundred wells or more.
Depreciation is usually computed at a fixed rate per annum on 
cost of investment divided by years. Thus, should the rate be 
ten per cent., at the end of ten years the capital expenditures made 
in the first year, less retirements, would be entirely covered by 
reserve, nine-tenths of the second year’s expenditures would be 
covered by reserve, and so on. In the absence of complete in­
formation as to gas reserves, this is probably the best method. 
However, if it be known at the close of the first year (as in the case 
above cited) that the gas received at the plant was 4 billion cubic 
feet, which yielded 4,800,000 gallons of gasoline, the company’s 
engineers might make a conservative estimate of the ultimate gas 
recovery and natural gasoline content, and this information might 
be used as a basis for reserve for depreciation. The estimate 
would be reviewed at least once a year, particularly if the projec­
tion should prove out of line with actual experience in the second 
year. Such an estimate is assumed to have been made in the 
case of the summary above presented and with an expected total 
investment of (say) $350,000 we learn that the probable gasoline 
yield will be 71,720,000 gallons, conservatively stated. On that 
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basis we are justified in allowing depreciation at the rate of one- 
half cent per gallon of gasoline production, pending correction of 
reserves. Some persons will doubtless contend that the reserve 
should be accumulated in ratio to the decline of estimated gas 
recovery (20 billion cubic feet). By this latter method, the de­
preciation allowance would have been 117/200 instead of 2856/ 
7172 of the investment ($350,000) as shown in the summary. 
This is a moot question which may never be solved to the satis­
faction of all concerned.
A method for spreading cost of production over individual 
products is given on pages 127 to 130 of the Journal of Ac­
countancy for August, 1933.
In addition to extracting the various grades of gasoline, a 
modern plant also manufactures certain special products— 
butane, propane, solvents, etc., in a separate division of the plant. 
The individual “costs” of these special products may be deter­
mined by making a complete separation of their operating costs 
(including taxes, insurance, depreciation, etc.) on the cost 
records and charging, at market, the gasoline delivered from the 
main plant to the special division, less “slop” returned. The net 
cost of gasoline, etc., consumed, plus operating costs, would then 
be apportioned over special products in proportion to the market 
value of the latter. The costs of this special division would 
include an on-cost for capitalized expenditures for research and 
demonstration. The total cost of these special products would 
then be deducted from the entire cost of production for the period 
and the remainder less amount of residue and miscellaneous sales, 
would be apportioned over grades of gasoline produced in pro­
portion to their realizable values.
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Charles Lamb as Accountant and Man of Letters
By Cyril J. Hasson
“What man that twenty yere and more 
In writyng hath contynued, as have I, 
I doe wele sey it smerteth hym full sore 
In every veyne and place of his body;
And yen most it greveth truly, 
Of any craft as man kan ymagyne: 
Fader, in feith, it spilt hath welny me.’’
—Thomas Hoccleve (1370?-1450?), clerk in the office of the Privy Seal.
One would hardly have recognized genius in the sober, quiet 
man, as he passed the same corner at the same time each day, 
apparently on his way to work. He looked much like an office 
drudge, with his faded, ill-fitting black suit, his shoes unpolished. 
His face, however, did not fit into the picture. It was lined with 
many cares and sorrows; but there was something else, a twinkle 
in his eyes, a whimsical play to the corners of his mouth. And 
when he smiled at a child, or at some recollection of friend or 
book, his appearance was forgotten. For he had a kindly smile. 
It sank deeply into all his features and especially his eyes. Sad­
ness would not altogether disappear, but it would recede so that 
it was hardly visible.
This, then, was Charles Lamb, accountant for the East India 
Company, but more important, a famous man of letters.
Yet famous as he is, his literary endeavors never became any­
thing but an avocation. E. V. Lucas speaks of him as a man and 
brother first, an employee of the East India Company next, and a 
writer afterwards.
When Lamb was twenty-one, his sister, who was ten years 
older, and whom he loved dearly, killed his mother in a fit of in­
sanity. For a few months she was kept in an asylum, but upon 
Lamb’s guaranteeing to guard and care for her, she was released. 
For the remainder of his life she was a constant care and anxiety. 
Often she could feel the approach of a violent attack, and then 
brother and sister would sorrowfully part at the gates of a private 
sanitarium. Talfourd writes: “On one occasion Mr. Charles 
Lloyd met them, slowly pacing together a little footpath in 
Hoxton fields, both weeping bitterly, and found on joining them, 
that they were taking their solemn way to the accustomed
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asylum.” Of course there were periods of complete sanity, when 
the sister managed his house, received his friends, and cautioned 
him when she thought he had drunk enough. At such times they 
were happy and thankful. Thus the man and brother.
In 1792 Charles Lamb became a clerk in the vast and prosper­
ous East India Company. He was seventeen. Already he had 
had some business training, but not at school. He had attended 
famous Christ’s Hospital, an excellent preparatory school for 
poor but gifted children. His education was classical, and except 
for an impediment in his speech, he would probably have received 
a university scholarship.
Business training he secured first in the office of a London 
merchant, and then in the employ of the South Sea Company. 
This, of course, was many years after the bursting of the South 
Sea bubble, and the company had settled down to a quiet, orderly 
existence, slowly winding up its affairs. Lamb was to write of it 
thirty years later, in the first of the Essays of Elia, “The South 
Sea House.”
William Foster, who has done much work on East India Com­
pany records, has been unable to find Lamb’s formal petition for 
employment. Applications were somewhat alike in form, and 
set forth the schooling, business training and connections of the 
applicant. Foster quotes an unusual one of the time, one 
strangely suggestive of some of our modern balance-sheet cer­
tificates: “. . . the teacher could say no more than that it was 
his belief that the applicant understood the theory of book-keep­
ing with some degree of accuracy.”
Charles Lamb went directly into the accountant-general’s 
office, to remain thirty-three years. At times he was to bless the 
regularity of income which resulted; at times he was to curse the 
loss of “the golden hours of the day” his employment took from 
him. Once he would write, “Confusion blast all mercantile rela­
tions, . . . and rot the very firs of the forest that look so romantic 
alive and die into desks.” And again, “Henceforth I retract all 
my fond complaints of mercantile employment; look upon them as 
lovers’ quarrels. I was but half in earnest. Welcome, dead 
timber of a desk, that makes me live.” To Charles Ryle, a fellow 
employee, he once wrote: “Without you, there were times that 
in an evil hour I might have been tempted to have given up busi­
ness with poor prospects of compensation.”
The first three years of his employment constituted a proba-
284
Charles Lamb as Accountant and Man of Letters
tionary period, during which he received a gratuity of only £30 
yearly. In the fourth year his salary was £40, and rose gradually 
to £730. In addition to salary, he received extra compensation 
in the way of gratuities and vacation allowances of as much as 
£100 yearly.
Thus it is clearly evident that he was no third-rate clerk, receiv­
ing a pittance and practically in want, as many of his readers are 
apt to believe. They take the Essays of Elia too literally, es­
pecially “The Superannuated Man.”
Concerning salaries of East India Company employees, William 
Foster has transcribed some interesting records. Referring to 
the assembly of the accounting staff in 1658 we read: “Mr. 
Michaell Dunkin, to keep the Cash bookes, and doe such busi- 
nesse in the Treasury as hee hath formerly done, at the salary of 
£150 per annum; Mr. Richard Harris, his Assistant, £80; . . . 
Percivall Aungier to pay the Mariners, and doe such businesse 
as he shalbe appointed, at £30; . . . Mr. Jeremie Sawbrooke, 
Generall Accomptant, to keep the Companyes bookes in such 
way and method as shalbe thought fitt by Mr. Governour, Mr. 
Deputie, &c. &c.” Mr. Sawbrooke’s salary was £200 a year. In 
addition there were many fees which the offices collected and the 
employees divided among them. An example was the fee for 
transferring stock on the company’s books from one holder to 
another.
The Percivall Aungier referred to had a sister who was married 
to a cousin of Samuel Pepys, seventeenth century accountant and 
diarist. In November, 1663, Pepys wrote in his diary that he had 
called on Aungier, and that they had dined together. Inciden­
tally, Samuel Pepys was a governor of Christ’s Hospital for 
many years.
Lamb’s working hours were from ten to four, much less than 
the average hours of eighteenth-century workers, and much less 
than former hours in the same company. Foster found that, in 
1673, East India Company employees in the accountants’ office 
were compelled to appear at seven in summer and eight in winter, 
and were not allowed to leave until excused by the accountant­
general himself. In 1674 the hours were from seven to eight in 
summer and from eight to seven in winter, with two hours off for 
lunch. By 1709 the hours were from eight to one and from three 
to six in summer and from nine to one and three to six in winter. 
During these early years there were no vacations except for illness, 
285
The Journal of Accountancy
but there were numerous holidays. In Lamb’s time the clerks 
received a month’s vacation each year, but other holidays were 
few.
Short as his hours were, he still found time to do most of his 
letter writing while at work. Time always had immense value to 
him. He felt that to write at office was “so much time cribbed 
out of the company.” Away from work he had his books and his 
writing, absorbing most of his spare time. What Chaucer wrote 
of himself equally applied to Lamb.
“For when thy labour done all is, 
And hast y-madë reckonings, 
Instead of rest and newë things 
Thou go’st home to thine house anon, 
And there as dumb as any stone 
Thou sittest at another book.”
One would have thought that because his letters were written 
at work they might contain allusions to his work, i.e., what he 
did and how he did it. There are a few such allusions, but they 
have slight value. To Wordsworth he refers to his auditing of 
warehousekeepers’ accounts. To Mrs. Wordsworth he complains 
of numerous interruptions. If he could “gravely cast up sums 
in great books, or compare sum with sum, and write ‘ paid ’ against 
this, and ‘unpaid’ against t’other,” he could keep half his mind 
on thoughts of his own. To Proctor he writes of “ Indigo Sales 
Books.” To Walter Wilson: “I am just got out of the thick of a 
teasale, in which most of the entry of notes, deposits, &c., usually 
falls to my share.”
Neither of the two essays that deal directly with his employ­
ment mentions his actual duties. Work in general is referred to, 
but what he writes must not be taken literally. Lucas points 
out that in his very first essay he began his “matter-of-lie” 
career. However, one thing he wrote needs to be quoted, for it 
indicates his acquaintance with double-entry bookkeeping and 
other systems.
The Essays of Elia appeared from time to time in the London 
Magazine, and in two series. The second was called The Last 
Essays of Elia, and was preceded by a preface which appeared in 
January, 1823. The preface implied that it had been written by 
a friend, and that Elia was no more. It recounted a trip to the 
East India offices and a talk with the clerks who had worked with 
Elia.
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“They seemed affectionate to his memory and universally 
commended his expertness in book-keeping. It seems he was 
the inventor of some ledger, which should combine the precision 
and certainty of the Italian double-entry (I think they called it) 
with the brevity and facility of some newer German system—but 
I am not able to appreciate the worth of the discovery.”
When the preface was revised for publication in book form this 
matter was deleted.
Several fellow employees have left recollections of Lamb, some 
of them contradictory. They agree that he was universally 
liked, and that he was kind and considerate. But they disagreed 
as to how good an accountant he was. Two examples will suffice. 
John Chalmers was quoted in Macmillan's Magazine, 1879, as 
referring to Lamb “as an excellent man of business, discharging 
the duties of his post with accuracy, diligence and punctuality.” 
But Mr. Ogilvie, as quoted in Scribner's monthly, 1876, considered 
that Lamb’s handwriting for commercial purposes was faulty; 
that “he was neither a neat nor an accurate accountant”; that 
“he made frequent errors, which he was in the habit of wiping 
out with his little finger. . . . He hardly ever used to do what 
could be called a full day’s work: he very often came late and 
generally stood around and talked a good deal. However, they 
[the directors] didn’t appear to care, for they all liked him.”
Both of these men admired and were fond of Lamb, and ap­
parently worked in the same room with him. No doubt each 
exaggerated somewhat.
Lamb’s opinion of himself as an accountant was not high. He 
wrote to a friend: “ I think I lose £100 a year at the India House, 
owing solely to my want of neatness in making up accounts. 
How I puzzle ’em out at last is the wonder.” Lucas, who 
searched for the ledgers of Lamb’s time, states that he could not 
find them. They would be interesting. Earlier books of the 
company and later ones are still in existence. A “general com­
merce journal” for 1671-1673 contains an item, “Desperate 
Debts, owing by Severall persons . . . ,” surely a more colorful 
description than our own prosaic “doubtful accounts.”
John Bates Dibdin was a clerk for a London merchant. He 
often had occasion to go to the East India Company to deliver or 
receive various papers. He picked “the little clever man” when­
ever he could, and he and Lamb became friends. At the time 
few knew who Elia of the Essays really was, for it was generally 
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believed to be a pen-name. Dibdin guessed it was Lamb and 
had the satisfaction of having Lamb confess. Their friendship 
was short lived, for Dibdin, while still young, died of consumption.
The disease was quite common among clerks of that day. 
Elia, whose name Lamb took for the Essays, was a clerk at the 
South Sea Company. Lamb wrote to John Taylor in 1821:
“ I went the other Day (not having seen him [Elia] for a year) 
to laugh over with him at my usurpation of his name, and found 
him, alas! no more than a name, for he died of consumption eleven 
months ago, and I knew not of it.”
To Wordsworth he wrote in 1822: “I sit like Philomel all 
day (but not singing), with my breast against this thorn of a 
desk, with the only hope that some pulmonary affliction may 
relieve me. Vide Lord Palmerston’s report of the clerks in the 
War Office, ... by which it appears, in twenty years as many 
clerks have been coughed and catarrhed out of it into their freer 
graves. . . .”
Congenial as his relations with other clerks were, there were 
few to whom he could talk concerning that closest his heart: the 
beauty and richness of English literature. There were several 
illustrious contemporaries in the East India Company offices, but 
for one reason or another Lamb disliked them. James Mill 
and Thomas Love Peacock held exalted positions as compared 
with that of a lowly accountant. Besides, James Mill was an 
economist, and Lamb disliked economics almost as much as he 
did mathematics. Hoole, who was enjoying great popularity as 
the translator of Tasso, he found “more vapid than small beer, 
sun-vinegared.”
The office where Lamb spent so many years was probably on 
the ground floor. It was a large room divided into sections, each 
of which housed six men. These sections were called compounds, 
which Lamb defined as “a collection of simples.” Probably 
windows looked out on a dingy courtyard. During half of the 
year candles had to be used to secure enough light. Lamb, in 
a letter, referred to his office as “dark as Erebus, jammed in be­
tween four walls, and writing in candle-light, most melancholy.”
De Quincy, in London Reminiscences, describes the room as he 
saw it on his first visit to Lamb, and how Lamb apologized for 
turning his back as he climbed down from his high desk.
There were times when Lamb complained bitterly, for there 
were several periods when he was forced to work night as well as
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day and found his position a very trying one. Letters written 
at these times relate his troubles. In 1814, as a letter to Words­
worth indicates, he was working nine hours a day. He writes: 
“The nature of my work, too, puzzling and hurrying, has so 
shaken my spirits, that my sleep is nothing but a succession of 
dreams of business I can not do, of assistants that give me no 
assistance, of terrible responsibilities.” The following year he 
wrote Wordsworth that he was working most nights, and was 
able to take few holidays. “ I have had my day. I had formerly 
little to do. So of the little that is left of life, I may reckon two- 
thirds as dead, for time that a man may call his own is his life; 
and hard work and thoughts about it taints even the leisure 
hours, stains Sunday with workday contemplations.”
In the same year he wrote to another friend: “My head is in 
such a state from incapacity for business, that I certainly know 
it to be my duty not to undertake the veriest trifle in addition.” 
He complained of ill health, and even thought of giving up his 
job.
Lamb’s extra work and worry were due to a reorganization 
which took place in 1815, when a large part of the company’s 
trading privileges were taken away. His work was adjusted and 
his salary doubled. From this time on he found his work much 
more tolerable, and until his health declined in 1825 there were 
few complaints.
In that year the state of his health must have been apparent to 
others, for as Lamb wrote: “The relief of retirement was hinted 
to me from a superior power, when I, poor slave, had not a hope 
but that I must wait another seven years. . . .” Employees 
were seldom pensioned under forty years service, particularly 
if they were as young as Lamb.
He presented his petition, which contained certificates from 
two physicians, and then waited trembling. For eight weeks 
he was kept in suspense, and his letters picture his state of anx­
iety. He writes that he is “sick of hope deferred.” Then on 
Tuesday morning, March 29, 1825, he was called in and advised 
that the board of directors had retired him at two-thirds his 
regular salary, effective that very day. He was stunned with his 
good fortune, for the allowance was more than liberal. On his 
way home he passed the house of his friend Henry Crabbe Robin­
son. He dropped a note in the mail-box. “I have left the 
d------d India House for ever! Give me great joy.” Robinson
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wrote in his diary the following month: “In the evening called 
on C. Lamb. He and his sister in excellent spirits. . . . He says 
he would not be condemned to a seven years’ return to his office 
for a hundred thousand pounds. I never saw him so calmly 
cheerful as now.” In a letter to Miss Wordsworth he made a 
shrewd observation: “Could he—but I fear he can not—occupy 
himself in some great work requiring continued and persevering 
attention and labor, the benefit would be equally his and the 
world’s.”
For days he felt uneasy. He wandered about, scarce able to 
comprehend his fortune. Then he quieted down, and read and 
walked and wrote letters. “I go about quiet, and have none of 
that restless hunting after recreation which made holydays 
formerly uneasy joys. All being holydays, I feel as if I had none, 
as they do in heaven, where ’tis all red-letter days.” But a third 
state soon followed which might be described as a nervous break­
down. After he recovered, he set to a daily task, that of reading 
the Garrick plays in the British museum, which numbered around 
two thousand. “ It is a sort of Office to me; hours ten to four, the 
same. It does me good. Man must have regular occupation 
that has been used to it.”
But he wrote little after his “Hegira, or Flight from Leaden- 
hall” as he called it. Included in that little, however, was one 
of his best essays, “The Superannuated Man.” In this he told, 
in a fanciful manner, of his feelings both before and after his 
release.
Charles Lamb lived for ten years after his retirement, years 
which for the most part passed happily enough with books and 
friends and walking. In 1834 Samuel Taylor Coleridge died. 
He and Lamb had been close friends since student days at Christ’s 
Hospital. Lamb was much grieved. His own end was probably 
hastened, for he died five months later. His sister survived him 
for twelve years.
Except for the two slight volumes of essays, Lamb’s literary 
output had no lasting value. But the essays have established for 
themselves a permanent place in our literature. They will 
probably be read and enjoyed as long as anything of the nine­
teenth century is read, and the man who wrote them was a brother 
first, an accountant second, and last a famous man of letters.
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By W. G. Rowe
In spite of improvements and refinements effected from time to 
time in the practice of accountancy by progressive accountants, 
the surplus account continues to be the dumping-ground of 
many items which should properly appear in the profit-and-loss 
account.
As a rule, apart from the periodical balance of the profit-and- 
loss account and entries relating to dividends declared and paid, 
few transactions are of such a nature as to justify record by direct 
entry in the surplus account. Most of the “surplus adjustments,” 
which appear so frequently in audited statements, will, upon 
analysis and due consideration, be found to be merely profit-and- 
loss-account items, if the functions of the latter account are fully 
understood.
The misuse of the surplus account as a burial-place for revenue 
items of various sorts has the effect of misrepresenting the results 
from operations as reflected by the profit-and-loss account. The 
sum total of operating results of a number of accounting periods 
as taken from a series of profit-and-loss accounts of a business 
should, normally, agree with the total of the relative profit-and- 
loss balances as extracted from the surplus account. Any 
differences should be rare and easily explained by special circum­
stances or some abnormal temporary condition. Such differ­
ences should consist only of extraordinary and relatively large 
items of such a nature as to justify their exclusion from the 
accounts designed to reflect the income and profits and losses 
and expenses incidental to the operations of a business.
Specifically, the following are not ordinarily proper matters 
for entry in the surplus account and should be taken up in the 
profit-and-loss account:
Omitted liabilities, or assets, incurred or acquired in prior 
periods and affecting operations.
Profits or losses on fixed assets sold or otherwise disposed of 
or lost.
Depreciation adjustments relative to any period.
Provision for known or anticipated losses on, or shrinkages 
in values of, current or working assets, including provision 
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for bad and doubtful accounts, inventory reserves and 
taxes—of any period, whether past or present.
Amortization of deferred charges or credits.
Theoretically, the profit-and-loss account for a year or other 
period should embrace only income or profits and losses or ex­
penses incidental to the operations and business transactions 
during that particular period. In practice, however, it is seldom 
possible to include or to determine definitely all items of profit 
and loss resulting from transactions of a given period within a 
reasonable time from the end of that period. Omissions will 
occur, estimates must sometimes be used (and the latter seldom 
agree with subsequent results) and expenses or income may be 
purposely deferred to some future period. Consequently, the 
profit-and-loss account of any particular period can not be taken 
as an exact record of all relative items actually resulting from or 
attributable to transactions occurring in that period. It should, 
however, include all items of that nature which are recorded or 
come to light in that period. The general rule should be that all 
revenue items, debit or credit, should go into the profit-and-loss 
account at some time or other. If an item of gain or loss is 
omitted from the accounts of one period it should go into the 
profit-and-loss account when entered on the books, no matter 
how much later. Otherwise, the periodical profit-and-loss ac­
count may become valueless as a record of operating results.
Special adjustments, arbitrary or otherwise, and involving 
substantial amounts, may be admissible as surplus items. Ad­
justments of this nature may arise from revision of book values 
of assets (such as credits or charges resulting from appraisals) or 
specific reserves for anticipated extraordinary losses or other 
provision of a special nature; but this class of entry is entirely 
different from the relatively petty gains and losses incidental to 
operations which have become a “surplus weakness” of many 
accountants.
The practising accountant in his capacity as an auditor may 
sometimes find it difficult to convince his client of the correctness 
of his attitude in discouraging “surplus adjustments,” but such 
cases should be infrequent, and if the matter is properly presented 
by the auditor the opposition should be easily overcome. Sub­
sequently injecting into the surplus account entries which are 
tantamount to admission of incorrectness of the recorded results 
of operations of past periods may be regarded as, in effect, a
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reflection upon the auditor who certified those statements. 
Unfortunately, such adjustments are not always attributable to 
the client or his accounting staff; they may emanate from auditors 
who labor under the mistaken notion that the profit-and-loss 
account of the period should embrace only certain items of 
revenue and expenditure, and that for recording other revenue 
items there is a choice between the surplus and profit-and-loss 
accounts.
The contention that certain items of gains or losses and ex­
penses of an “unusual” or “extraordinary” nature should be 
excluded from the general periodical profit-and-loss account is 
not reasonable or convincing. “Unusual” and “extraordinary” 
are comparative terms only; and, in any case, the transactions 
from which such gains or losses and expenses result are incidental 
to the business—otherwise there would be no need to record 
them on the books of account of that particular concern. The 
profit-and-loss account, as its name implies, should be all-inclusive 
of items coming under that classification, no matter of what 
nature.
No confusion, ambiguity or misrepresentation need result from 
the strict application of the general rule that surplus adjustments 
should be avoided. The form and terminology of the profit- 
and-loss account should be such, in all cases, as to present clearly 
and accurately all its salient features; and the appropriate treat­
ment of alleged “unusual” or “extraordinary” items presents no 
difficulty to the efficient accountant.
In conclusion, it may be well to point out that nothing written 
here is intended to suggest any limitation to an auditor’s right to 
adjust the records of results of operations, period by period, in 
his report or relative statements, in order to meet the require­
ments of any investigation for a special purpose and so to bring 
out, by suitable regrouping, any necessary data or information. 
What is condemned is the direct entry in the surplus account of 
items which, in the ordinary course of routine accounting, should 
appear in the profit-and-loss account.
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AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Ac­
countancy should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinions of 
the editor of the Students' Department.]
Examination in Accounting Theory and Practice—Part II
May 12, 1933, 1:30 P.M. to 6:30 P.M.
The candidate must answer any two of the first three questions, No. 4, and 
No. 5 or 6.
No. 3 (27 points):
From the following data, revise as of December 31, 1929, the machinery, 
depreciation reserve, surplus and income accounts for the year 1929, wherever 
necessary, and prepare a schedule showing loss or gain on dismantlements. 
State what you would advise your client to do with regard to federal taxes, 
giving your reasons for such advice.
The S Novelty Company was organized January 1, 1926, to take over the 
business (including the machinery) of three other companies. Capital stock 
of $1,500,000, in shares of $100 par value each, was issued, $750,000 for cash 
and $750,000 for the appraised value of the machinery of the three companies 
which were consolidated to form the S Novelty Company. No stock was issued 
except for cash or the machinery of the constituent companies, working capital 
being provided from the proceeds of the sale of stock.
The company’s operations were carried on in a rented building. The annual 
profits and losses of the company from 1926 to 1931, as shown by the books 








On February 28, 1932, after the books of the company had been closed for the 
year 1931, an internal-revenue agent visited the office to examine the records 
regarding the federal-income-tax return for the year 1929. As the company 
had shown losses up to the end of 1928, their federal-tax returns had been 
accepted as rendered. After the agent had been working on the books a few 
days, he informed the president of the company that an additional federal 
tax would be demanded for the year 1929, based on an additional income of 
$54,600, claiming that this increase was due entirely to an adjustment of 
depreciation. He agreed to the rate of 10 per cent on plant and machinery and 
also to the use of the beginning balance in the machinery account as the base 
for the calculation of depreciation.
You are called upon, at this time, to advise the president of the company as 
to the proper course to pursue, and you are given an abstract of the machinery 
account from the ledger, which is as follows:
1926 Dr. Cr.







































You are shown, also, a copy of the appraisal at January 1, 1926, on the basis 
of which the stock was issued, and a copy of another appraisal as of January 
1, 1928, on the basis of which the charge of $500,000 was made to the machinery 
account in that year.
The bookkeeper has kept memoranda of the machinery sold or scrapped, as 
follows:
In the year 1926, machinery included in the appraisal of January 1, 1926, 
and valued at $30,000, scrapped or sold, realized $20,000, and $500 was spent 
in tearing it down and preparing it for shipment.
In 1927, machinery appraised at $14,000 as at January 1, 1926, was sold 
for $9,500 and a stamping machine bought in 1926 for $2,000 was scrapped and 
sold for $500. The expense of tearing down this machinery and preparing it 
for shipment was $300.
In 1928, the hydraulic presses, included in the appraisal of January 1, 1926, 
and valued at $70,000, were sold for $45,000 to make room for more modern 
equipment. The expense of tearing down and preparing for shipment was $750. 
These presses were valued at $75,000 in the appraisal of January 1, 1928.
Special machinery bought in 1926 for $10,000, which was appraised at 
$15,000 on January 1, 1928, was sold during 1928 because the work for which 
it was purchased was no longer performed by the company. The company 
received $5,000 from the sale, and $250 was spent in removing the machinery 
and shipping it to the purchaser.
In 1929, miscellaneous machinery included in the appraisal of January 1, 
1926, at $15,000 and in the appraisal of January 1, 1928, at $16,000, was sold 
for $9,000. Preparation for shipment cost $250.
A special machine, purchased in 1927 for $2,000, was sold in 1929 for $1,000, 
the purchaser paying all freight and dismantlement charges.
Similar memoranda were kept for the years 1930 and 1931.
Note.—The figures subsequent to 1929 are given here merely for informa­
tion.
Solution:
This problem presents several interesting features, all of which have an im­
portant bearing on the solution, as discussed below:
Depreciation on additions
The problem states “He (the revenue agent) agreed to the rate of 10 per 
cent., on plant and machinery and also to the use of the beginning balance in 
the machinery account as the base for the calculation of depreciation.” The 
words “he agreed” may merely indicate that the agent consents to the com­
pany’s past practice in this regard; they may also mean that the company 
affirmatively desires to use this basis, in which case it is required in the 
solution.
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Accepted practice, and the income tax department, recognize the applica­
tion of one-half the annual depreciation rate on additions and retirements 
during the year. The conditions of the problem appear to argue against this. 
Furthermore, while the tax authorities would undoubtedly agree to a 5 per cent 
charge on additions, they would probably require that all of the company’s 
returns be restated on this basis, and it is to be noted that in this manner the 
1926 loss would be increased by 5 per cent of $70,000, or $3,500. Since the 
1926 loss is not entirely applied against future taxable income, this $3,500 will 
be lost as a deduction for tax purposes.
Appraisal
Several assumptions may be made with regard to the $500,000 amount 
charged to the machinery account on January 1, 1928. On the theory that 
data given in the problem are presumed to be correct unless there is indication 
of error, the $500,000 may be assumed to be the excess of appraisal value 
over cost.
Depreciation on appreciation
On January 1, 1928, the date of the appraisal, the property accounts appeared
as follows:
Cost........................................... $954,000
Depreciation reserve..............  151,000
Net............................................ $803,000
The machinery appearing in these accounts was being depreciated on a 10 
per cent basis, and, accordingly, would be extinguished as follows;
Acquired 




Extinguished from Jan. 1, 1928
December 31, 1935 8 years
December 31, 1936 9 years
December 31, 1937 10 years
The appraisal increase of $500,000 which was put on the books on January 1, 
1928, should be depreciated over the remaining life of the machinery to which 
it applies; i.e., some 8, some 9, and some 10 years. There is no basis, however, 
for spreading the $500,000 over the 8-year, 9-year, and 10-year assets. Further­
more, it can not be assumed that the $500,000 applies ratably over all of the 
machinery on hand at the time of the appraisal, because specific mention is 
made of two machines, costing $70,000 and $10,000 respectively, with the same 
appreciation—$5,000. Also, it is incorrect to write off the $500,000 apprecia­
tion over the next ten years at the rate of 10 per cent., since that part of the 
$500,000 which applies to the machinery acquired January 1, 1926, for example, 
will remain on the books two years after the cost of the machinery has been 
written off.
The main point of this problem is the re-statement of income from the tax 
angle; since this is not affected by appreciation, and since no exact computation 
























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Dec. 31 Balance........................................................... 391,200
$500,000 $500,000
With respect to the federal income tax, the S Novelty Company should file 
amended returns for the years 1926 to 1929 inclusive, in order to substantiate 
the net loss for the year 1926 to be applied against the profit now shown for the 
year 1928, and to show the increase in the net loss for the year 1927 to be applied 
against the taxable income for the year 1929.
The amended returns would show the retirement losses as well as the cor­
rection of the depreciation expense. The revenue agent’s adjustment of 
$54,600 for the year 1929 represents only the reduction in the depreciation 
expense.
The question of depreciation on additions during the year was discussed 
on page 295.
No. 4 (36 points):
From the following trial balance and supplementary information, you are to 
prepare a balance-sheet, as at December 31, 1932, and the related profit-and- 
loss account for the year ended that date. Formal journal entries are unneces­
sary.
The balance-sheet is to be prepared for a certain creditor, who has guaranteed 
the payment for your services, and you are requested to make all necessary ad­
justments, regardless of amount, and to give effect through such adjustments to 
transactions, valuations or reclassifications which would affect the financial 
position of the company, rather than through the use of footnotes or qualifica­
tions.
General Furniture Company 





Reserve for bad debts.................................................... $ 55,000
Inventories....................................................................... 750,000
Advances and loans........................................................ 50,000
Investments...................................................................... 150,001
Prepaid insurance and other expense.......................... 22,550
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Reserve for depreciation................................................ $ 195,000
Notes payable—American City State Bank..............  550,000
Drafts payable................................................................. 5,000
Accounts payable............................................................ 420,000
Accrued interest, wages, taxes, etc............................... 40,000
Note payable—J. B. Lee............................................... 50,000
First mortgage bonds, 6 per cent due June 1, 1938.. 500,000
Capital stock—13,000 shares of $100 par value each 1,300,000
Unissued capital stock.................................................... $ 57,450
Surplus.............................................................................. 575,001
Sales.................................................................................. 2,000,000







An analysis of the accounts discloses that cash is composed of 
Working funds..................................................................................... $ 8,000
Balance in First National Bank (closed October 15, 1932)......... 1,000
Balance in First State Bank (closed December 15, 1932)........... 3,500
Balances in other banks..................................................................... 90,000
$102,500
Deduct: Overdraft in Second State Bank account.................... 2,500
Net cash balance—per trial-balance............................................ $100,000
Note.—Make no provisions for loss on balances in closed banks.
Notes comprise $30,000 due in 1933, $35,000 due in 1934, and $85,000 due in 
1935. All these notes are pledged against a bank loan.
Inventories consist of raw material and supplies to the amount of $150,000 
and finished product to the amount of $600,000. Raw material and supplies 
are valued at the lower of cost or market, and finished product at cost as de­
termined by the company. Upon investigation it is found that, due to low pro­
duction, overhead expenses are abnormally high and that if the company’s 
cost had been so calculated as to include an overhead rate based on normal 
production, the overhead included in the inventories would be reduced by 
$100,000.
Investments comprise 
Listed bonds, at cost....................................................................... $140,000
Stock of A B Lumber Co., at cost................................................... 10,000
100 shares ($100 par value each) of First National bank stock, 
at the nominal value of.............................................................. 1
$150,001
The market value of the listed bonds is found to be $120,000. There is no 
trading in the stock of A B Lumber Co., but from a balance-sheet of that com­
pany submitted to you, it is ascertained that the cost at which this stock is 
carried is not in excess of the book value thereof, as shown by the balance-sheet 
of the A B Lumber Co.
Advances and loans, at December 31, 1932, consist of a loan with interest 
paid to December 31, 1932, to Adams Chemical Co., of $50,000, against which 
700 shares of the capital stock of General Furniture Co. were held as collateral.
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These 700 shares had a market value at December 31, 1932, of $80 per share. 
The loan became due December 30, 1932, and under date of January 10, 1933, 
the Adams Chemical Co. stated that it was unable to reduce the loan or to pro­
vide additional collateral and assented to the forfeiture of the 700 shares of col­
lateral stock in cancellation of the indebtedness.
An examination of the advances-and-loans account discloses that the presi­
dent, J. A. Stewart, had paid off a loan (carried since June 1, 1930) of $25,000 
on December 27, 1932, and that on January 6, 1933, a loan of the same amount 
was again made to Mr. Stewart.
The company is carrying a life-insurance policy, of the face value of $100,000, 
on the life of the president, the cash-surrender value of which at December 31, 
1932, was $5,000. This policy was pledged under the indenture securing the 
company’s bond issue.
The American City State Bank has confirmed its loans to the company in 
the amount of $550,000. Collateral held by the bank consisting of bonds, notes 
receivable and accounts receivable, has been found to agree with the company’s 
record, and to comprise all of its bonds and notes receivable, and $200,000 of its 
accounts receivable.
Drafts payable in the amount of $5,000 represent outstanding drafts of the 
company, used in lieu of bank cheques to avoid federal taxes, in a form ap­
proved by the company’s counsel for this purpose.
The note payable in favor of J. B. Lee, vice-president of the company, has 
been confirmed by Mr. Lee. It is a demand note, dated June 1, 1930, bearing 
interest at the rate of 5 per cent. Interest on this note has been paid, or ac­
crued, by the company to December 31, 1932.
Unissued capital stock, shown on the trial-balance in the amount of $57,450, 
is found to represent 400 shares of unissued stock and 200 shares of reacquired 
stock at a cost of $17,450. The acquisition of 700 shares of collateral, forfeited 
by Adams Chemical Co., has not been recorded on the books.
Note.—In preparing your balance-sheet, do not carry any treasury stock on
the asset side thereof.
An analysis of surplus is as follows:
Undistributed profits to December 31, 1931....................................... $405,000
Surplus arising from appraisal of properties, December 30, 1928, 
less depreciation thereon to December 31, 1932........................ 150,000
Premium on sale of capital stock.......................................................... 30,000
Credit for plant site donated by chamber of commerce in 1920. . . 25,000
$610,000
Deduct:
Write-down of inventory of new line of cabinets intro­
duced in 1932................................................................. $25,000
Write-down of First National Bank stock.................... 9,999 34,999
Balance........................................................................... $575,001
Commitments for the purchase of materials at December 31, 1932, aggre­
gated $100,000, for which the market price, at that date, was $90,000.
Solution:
The following adjusting journal entries are given for explanatory purposes 
only, and are not to be considered as a part of the required solution.
(1)
Cost of sales............................................................................. $100,000
Inventory—finished goods............................................. $100,000
To eliminate the excessive overhead included as a part 
of the cost of the finished goods inventories.
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To write down the value of the listed bonds to market 
value at December 31, 1932.
(3)
Treasury stock......................................................................... 70,000
Advances and loans........................................................ 50,000
Discount on treasury stock........................................... 20,000
To record the forfeiture of collateral on loan to Adams 
Chemical Co.
(4)
Advance to officer—J. B. Stewart........................................ 25,000
Cash.................................................................................. 25,000




Unissued capital stock................................................... 17,450
Discount on treasury stock........................................... 2,550
To set out the 200 shares of treasury stock (cost $17,450) 
which is carried as unissued capital stock.
(6)
Cost of sales............................................................................. 25,000
Surplus.............................................................................. 25,000
To transfer write-down of inventory of new line of cabi­
nets introduced during 1932 to cost of sales.
(7)
Surplus...................................................................................... 10,000
Reserve for loss on purchase commitments.................. 10,000
To provide for the difference between purchase price and 
market price of the purchase commitments at December 
31, 1932.
General Furniture Co.
Statement of profit and loss—year ended December 31, 1932
Sales...................................................................................... $2,000,000
Cost of sales......................................................................... 1,625,000




General expense....................................................... 100,000 650,000
Loss on operations.............................................................. $ 275,000
Financial expense:
Interest paid.................................................................... $ 32,500
Less: interest received.................................................... 7,500 25,000




Reserve for loss on purchase commitments.................. $ 10,000
Write-down of bank stock............................................. 9,999 $ 19,999
Net loss to surplus.............................................................. $ 319,999
(Decline in value of bonds cannot definitely be allocated to 1932.)
No. 5 (10 points):
An old, established corporation, whose books have never before been audited 
by a public accountant, requests you to make an examination of its accounts 
as of December 31, 1931.
As a result of your examination, you find the following items included in the 
accounts:
Debits
Appreciation of land....................................................................... $ 800,000
Appreciation of buildings............................................................... 200,000
Trademarks...................................................................................... 2,000,000
Treasury stock—5,000 shares at cost........................................... 180,000
(market value, $30,000)
Credits
Reserve for depreciation on appreciation of buildings.............  15,000
Capital stock, consisting of 200,000 shares of $50 each...........  10,000,000
Surplus balance, including net earnings plus credits arising
from book valuations of trademarks, appreciation, etc., and 
after deduction for all dividends paid or declared................ 15,000
You have convinced the officers that the value set up for appreciation of land, 
buildings and trademarks should be eliminated and the treasury stock canceled. 
Since there is insufficient surplus to absorb these adjustments, it has been sug­
gested that they be made against the stockholders’ net equity and that new 
shares of no par value be exchanged for the present shares outstanding, on the 
basis of one new share for one old share.
The plan has been duly approved by the stockholders and the change in 
capital has been properly authorized, effective as of January 1, 1932.
You are now requested to furnish the necessary entries to record the new set 
up, in order to prepare and submit a balance-sheet as of March 31, 1932. In 
the period from December 31, 1931, to March 31, 1932, the net earnings from 
operations amounted to $40,000. No dividends were paid or declared. All 
the old shares outstanding have been exchanged for the new ones.
(1) Submit your adjusting journal entries, giving effect to the reorganization 
of capital, the elimination of all items of appreciation and intangibles, and the 
cancellation of treasury stock.
(2) Show the amount of the capital-stock account at March 31, 1932, and 
the manner in which the account would be stated on the balance-sheet at that 
date.
(3) What is the balance in the surplus account at March 31, 1932?
(4) What footnote, if any, would you place on the balance-sheet submitted 
as at March 31, 1932?
Solution:
(1) Adjusting journal entries:
(1)
Surplus.............................................................................. $3,000,000
Appreciation of land............................................... $ 800,000
Appreciation of buildings...................................... 200,000
Trademarks.............................................................. 2,000,000
To write off the appreciation of land and buildings, 
and trademarks to surplus account.
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(2)
Reserve for depreciation on appreciation of buildings $ 15,000
Surplus...................................................................... $ 15,000
To write off the reserve for depreciation on appre­





To record the cancellation of 5,000 shares of treas­





Capital stock—no par value................................... 6,850,000
To record the exchange of 195,000 shares of the new 
no-par-value stock for an equal amount of the old 
capital stock of a par value of $50 per share.
(2) Net worth:
Capital stock—no par value—authorized, 200,000 
shares;
Outstanding, 195,000 shares................................. 6,850,000*
Surplus—net profit for the period, January 1, 1932 
to March 31, 1932...................................... 40,000 6,890,000
(3) The balance in the surplus account at March 31,1932, is the $40,000 profit 
earned during the period from January 1, 1932, to March 31, 1932.
(4) The following footnote should be placed on the balance-sheet as at March 
31, 1932.
* After charging off an accumulated deficit at January 1, 1932, of $2,900,000.
No. 6 (10 points):
A is the owner of a patent on a mechanical device. In order to arrange for its 
manufacture and sale, he enters into an agreement with B as follows:
B to advance the funds necessary to manufacture and place the patented 
device on the market. B’s expenditures are to be returned to him out of profits 
before any division, after which, A and B are to share equally therein.
After a certain period of operation, you are employed to ascertain the amount 
due A under the contract, the records disclosing the following:




Cost of manufacture............................... 80,000
Overhead.................................................. 10,000
Inventory...................................................... 30,000
Cash on hand............................................... 75,000
(a) Prepare a statement in the form you would render to both A and B.
(b) If there had been an expenditure of $50,000 for machinery and equip­
ment, in addition to the items shown above, what would have been the condi­




(a) A and B
Net profit for the period . . .
Sales.......................................................................................... $170,000
Cost of sales: 
Cost of manufacture....................................... $80,000
Less: inventory on hand.................................... 30,000 50,000



















The problem states that “B’s expenditures are to be returned to him out of 
profits before any division, after which, A and B are to share equally therein.” 
Expenditures can not be returned out of profits, but only out of cash provided 
by profits. Therefore, the total profits available in cash are:
To B, for advances made........................................... $50,000
To B, one-half of remainder of cash........................ 12,500
Total to B............................................................ $62,500
To A, one-half of remainder of cash........................ 12,500
Total...................................................................... $75,000
(b) If there had been an expenditure of $50,000 for machinery and equipment 
as outlined in this section of the problem, there would have been only $25,000 
in cash, which would not be sufficient to repay B for his advances. Accord­
ingly, no cash profits would be available for distribution.
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VALUE THEORY AND BUSINESS CYCLES, by Harlan L. McCracken, 
Falcon Press, Inc., New York. Cloth, 270 pages.
In these days when government is largely in the hands of theorists, it 
behooves the average layman to make some attempt to understand those 
theories. In Value Theory and Business Cycles, Dr. McCracken, of the uni­
versity of Minnesota, offers to assist the bewildered and be-deviled man in the 
street by telling him in nontechnical language what constitutes value of money 
and commodities, what business cycles are and how they come about, and the 
vital relation between the two. Contrary to his original intent, viz: to confine 
himself to a brief discussion of past and present theories explaining price 
movements, the author has also yielded to the inevitable temptation of all 
economic writers to offer a “plan” for getting us out of the present depression. 
Really his apology for so doing is hardly needed; the average reader would be 
disappointed if he had not. All of us are surfeited with “post mortems.” 
What we loudly and impatiently demand is a remedy, not a diagnosis.
Nevertheless, the foundations of classic economic theories have been so 
shaken, at least in the minds of laymen, by the deluge of books and articles on 
business cycles and price movements of late years that a review of the varying 
and conflicting schools of economic thought is desirable and timely. Whether 
or not Dr. McCracken’s criticisms and conclusions are correct, a matter respect­
fully referred to better qualified controversialists, the reader will find at least 
a plain statement of the classic, neo-classic, and (if I dare say it!) heretical 
views of the principal economic writers, Adam Smith, Ricardo, Sismondi, Marx, 
Malthus, Fisher, Keynes, et al. “ Heretical ’’ is used with all due deference, bear­
ing in mind the adage ‘‘ The heresy of today may be the orthodoxy of tomorrow ’’ !
A surprise to a reader who may have a smattering of economics acquired in 
college days or from desultory reading is the resurrection of an almost forgotten 
economist—Malthus. By most of us he is recalled only as the propounder of a 
dismal prophecy of an over-crowded world doomed to starvation unless severe 
measures to limit population were not quickly adopted. It now appears that 
he was also the fore-runner of the “commanded value” theory, i.e., “. . . the 
relative values of commodities are determined by the relative demand for them, 
compared with the supply of them.” This was in contrast with the doctrine of 
Ricardo and his school that the value of a commodity is embodied in it in the 
form of labor expended thereon—a conception familiar to cost accountants. 
That this is simply market value recognized by all practical men does not de­
tract from the credit due Malthus as the first modern writer to oppose the 
Ricardian theory. And it should not be forgotten that Adam Smith also 
clearly distinguished between “natural value” (embodied cost of production) 
and “ market value ” (command based on supply and demand). Why Malthus 
should have been overlooked all these years seems strange, but it is quite pos­
sible that his suggestion of birth-control in his essay on population earned him 
the anathema of church and state in his day.




“ In book I, we analyzed the Ricardian system of economic thought, based on 
the theory of embodied value. . . . The conclusions reached at the end of that 
study were that Ricardian economics furnished a logical explanation of equilib­
rium and secular trends. All attempts to explain disequilibrium and business 
cycles involved the exponent in economic contradictions or logical incon­
sistencies.”
Or, in other words, Ricardo and his school dealt with an economic world in 
normal balance, in which in the long run everything worked out to a satisfactory 
and logical equilibrium in spite of temporary fluctuations. But of the latter 
their theory gave no logical explanation.
“In book II we have turned to a study of what may be called Malthusian 
Economics, based on commanded value. In this summary chapter of book II, 
we wish to bring into closer proximity four cardinal points in the Malthusian 
system of economic thought, and show how each contributes to a more satis­
factory explanation of disequilibrium and business cycles.”
The four cardinal points stated are (1) the commanded value theory, 
(2) the significance of a money and credit economy, (3) the principle of 
diminishing utility and finally (4) the presence of a vacillating standard of 
value.
In book III the author takes up the problem of business equilibration. 
Chapter 16 reads like the celebrated “snakes in Ireland,” in that he concludes 
that in the present system there is not and can not be any such thing as 
business equilibrium at any time. Demand and supply, and hence business, 
are always in a state of flux. However, in chapter 17 he suggests there are 
three major causes which might be avoided, viz: tariff, war and unstable 
money. If these could be eliminated business would become more stable, and 
the severity of cycles mitigated.
The author’s “plan” for getting us out of the depression may be briefly 
summarized. “First and foremost we see little to be gained in the immediate 
future from laissez-faire and the inherent workings of the automatic forces”: 
therefore we must have government intervention in the fields of monopoly and 
controlled prices (which sounds extremely like price-fixing directly or in­
directly). Second, expansion of credit by the banks through federal reserve 
bank loans of notes to release “frozen assets.” Third, no return to the gold 
standard until liquidation is completed. The last two, of course, mean inflation 
more or less controlled. All three are now in operation, or are being initiated, 
and the results remain to be seen.
Above all, observe, no laissez-faire policy is to be tolerated, which seems to be 
about the only thought common to all modern theorists! Yet as I write I 
observe the daily press teeming with signs of the rising tide of business recovery. 
Is this due to the “inherent workings of the automatic forces,” which have 
always marked past cycles, or to the mere prospect of governmental interven­
tion, not only in the fields of monopoly and controlled prices, but also in those 
of almost every industry in the land? With this apple of discord hereby cheer­
fully flung into the economic and political arena, I heartily recommend Dr. 
McCracken’s timely and valuable study to all laymen who, like myself, want 
to know what it is all about.
W. H. Lawton
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SALES TAX LEGISLATION, by J. P. Kavanaugh, Government Printer of 
New Zealand. Pamphlet, 160 pages.
Under the authority and with the approval of the customs department of 
New Zealand comes an informative manual, Sales Tax Legislation, compiled 
by the editor of the New Zealand Law Journal. It comprises a copy of the law 
and its schedules of exemption and forms, and a digest and commentary, with 
a chapter on sales tax accounting by Messrs. Watjins, Hull, Wheeler and John­
ston, public accountants.
Reading the pamphlet recalls memories of the days when New Zealand was 
loudly proclaimed a land of no strikes, no predatory wealth, no abject poverty, 
no grinding taxes—in short an industrial paradise. It may yet be so, but it is 
interesting to note that its labor government has imposed a sales tax of five per 
cent on all sales by wholesalers and on the market value of all manufactures by 
manufacturing retailers. This is rather a vivid contrast with the vigorous and 
successful opposition of American labor to a much more moderate sales tax. 
That the New Zealand government made no attempt to deceive the people 
into thinking that only the “rich ” wholesaler would suffer is shown by the pro­
vision authorizing the seller to recover from the purchaser the tax, provided it 
is stated on the invoice. And the author of the pamphlet candidly adds (p. 
10)—“The general public, through the retail shopkeeper, have the privilege of 
paying the tax indirectly, since eventually in most cases it will be passed on to 
them. ” (“ Privilege ” is good!)
However, it must be noted that is a long list of articles exempted from the 
tax, and the government has full power to add to the list at its discretion. A 
brief inspection of the list makes one wonder what was left to be taxed!
The book is an interesting study for those who foresee another battle in the 
next session of congress over a sales tax. As the law went into effect on Feb. 9, 
1933, and the tax is payable monthly, there should be early in 1934 some 
substantial evidence of its success as a revenue producer.
W. H. Lawton
PRACTICAL CREDIT ANALYSIS, by Eugene S. Benjamin. Published by 
the author, New York. 125 pages.
There has been added to the large list of literature on the subject of credit 
a practical treatise entitled Practical Credit Analysis by Eugene S. Benjamin. 
It is practical because the author does not go into the theory of credit but 
confines his book to a description of the means of determining the amount of 
credit that should be granted to an industrial enterprise after an analysis of 
its financial statements.
The author states in his foreword that the book is particularly intended 
for the credit men who are already well grounded in credit fundamentals, 
the men who are well experienced in business and are good judges of 
character.





LA TECNICA DEI CAMBI ESTERI (Treatise on the principles and practice 
of foreign exchange), by Ettore Lorusso. Istituto di Ricerche Tecnico- 
Commerciali, Milan. 406 pages.
A study of the basic principles of foreign exchange constitutes the sixth 
volume in a series of nine treatises on international commerce which is being 
written and edited by professors on the staff of the Bocconi school of commerce 
of Milan, Italy. The book breaks away from the old habit of treating the 
subject as a phase of the banking problem and considers the problems of 
exchange rather in its relation to the needs of the business world. Although 
the book has been prepared primarily for Italian students, it is so well done 
that it must have a universal appeal either in its native dress or in the form of 
a translation. The approach is delightfully simple, the treatment is consist­
ently marked by clarity, and every argument is illustrated by appropriate 
examples taken from ordinary business practice.
With Latin logic the author divides his work into six parts. In the first part 
he describes the various forms which foreign exchange regularly takes in 
international business transactions, illustrating for the reader’s benefit how 
money is usually collected against merchandise that has been delivered or is 
under contract. His second section, which is by far the most scientific part 
of the book, deals with the problems of money exchange, of currency equiva­
lents, of exchange quotations, of variations in rates and of the fluctuations due 
to currents of business. This brings him to his third part, where he briefly 
discusses bankers’ bills of exchange, commercial bills and letters of credit.
How the fluctuations of money exchange affect the international currents of 
trade is considered in the fourth and fifth sections, and then the author comes 
to the question of arbitrage. His exposition of the typical forms of arbitrage, 
of the conditions that make it effective, and of the procedure which it involves, 
is richly illustrated with practical examples which, however, will be of more 
value to the Italian business man than to the American trader.
The largest use of the book will probably be as a text in Italian schools of 
commerce. Its main value to American students is its clarity and completeness.
Charles F. Ronayne
THE TRIUMPH OF MEDIOCRITY IN BUSINESS, by Harold Secrist. 
Bureau of Business Research, Northwestern University, Chicago, Illinois. 
468 pages.
For generations multitudes have asked the question “What is there in a 
name?” and it is usually asked in such a tone, or in such a connection, as to 
imply that the answer is “Nothing.” However, there are exceptions to this 
rule and one is found in the alluring title of the book now being reviewed, for 
undoubtedly the majority of readers will admit that they belong to the 
mediocre, or ordinary, class and may expect to derive comfort and consolation 
when reading of somebody or something in their own class which has “tri­
umphed.” However, on reading the work, one is inclined to fear that, when 
the author chose his title, his tongue must have been turning towards his cheek, 
for the triumph turns out to be more a defeat than a victory.
One of the first points which strikes an accountant who reads the book is the 
wide difference in language used by an economist from that used by an account­
ant; a difference so great that he is forced to read slowly in order to understand, 
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and still more slowly in order to digest, that which he reads. It is to be re­
gretted that members of the two professions can not speak a common language 
when they discuss the same subject.
The book begins with a conclusion: an apparent anomaly, yet entirely logical— 
the conclusion being that reached by the author to the effect that “mediocrity 
tends ‘to prevail in the conduct of competitive business.’” Having made this 
announcement, the professor proceeds to give, in minute detail, the reasons 
which have led to it, these reasons being found in the many analyses made by 
him and his staff of the relations which various sets of facts bear to each other, 
such as the ratio of profits to total expenses, to rents, to salaries, etc.
Analyses have been made of the accounts of concerns in various groups for 
the year 1920 and the succeeding ten or eleven years, and the results of these 
have been charted in many ways. They apply to groups of department stores, 
of retail clothing stores, of retail hardware stores, of wholesale grocers, of banks 
and of railroads, with some subsidiary charts as to temperatures and crops in­
serted in support of the hypotheses put forth by the author. Much of the 
original data has been furnished to him by the Harvard university bureau of 
public research: in some instances the analyses cover as many as 924 cases: 
in others they apply to a small number of “identical stores.”
The basic amounts do not appear, but the results are expressed in such terms 
as percentages, ratios and averages and are illustrated by a really remarkable 
set of 90 charts and 140 tables all of which are beautifully prepared and reflect 
great credit upon those who drew them.
In any review, it is as impossible to describe the book fully as it would be to 
picture the Chicago exposition in a paragraph, but the theme is developed upon 
the theory that the tendency of all business is to work towards “mediocrity,” 
that word being “a brief term for expressing ‘average’ conditions.”
If we take the case of 49 identical department stores, widely different results 
are found and, if we allow the theory that “practice makes perfect,” we should 
expect to find that, as years passed and experience was gained, all—efficient and 
inefficient alike—would improve; yet the findings of Professor Secrist deny this, 
for he finds that the most efficient have a tendency to become less so and the less 
efficient to become more efficient, proving that in all cases there is the tendency 
towards the average. This is the whole argument of the book.
The volume contains a highly refined study to be fully appreciated only by 
those who are proficient in the professions of economics and statistics, of which 
the author is so distinguished a member. The results—crudely stated above— 
are of general interest to accountants, for they warn us to keep our weather eyes 
open when a client has enjoyed a period of great success, but the roads by which 
the conclusions have been reached pass through a country unknown to most of 
us and, with the ever increasing variety in the demands made upon accountants, 
it is to be feared that few of them will be able to familiarize themselves 
fully with the professor’s domain. Such work as his is necessary to prove 
theories and to discover facts, but the mediocre among us will gladly accept the 
conclusions but leave the labor of finding them to specialists in their own fields.
To the economist, to the statistician, to the graphologist, the book presents 
the charm which is inherent in any work which is well done, but to the ordinary 




[The questions and answers which appear in this section of The Journal of 
Accountancy have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in­
formation. The executive committee of the American Institute of Account­
ants, in authorizing the publication of this matter, distinctly disclaims any 
responsibility for the views expressed. The answers given by those who reply 
are purely personal opinions. They are not in any sense an expression of the 
Institute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Editor.]
PLACE OF PREFERRED STOCK ON BALANCE-SHEET
Question: Should preferred stock be listed as a liability or included in the 
net-worth section of the balance-sheet?
Answer: Preferred stock should in all cases appear in the net-worth section 
of the balance-sheet and should not be included as a liability. Inasmuch as 
there usually is no positive obligation for the retirement of the amounts 
represented by preferred stock to the preferred stockholders and inasmuch as 
the money contributed by the preferred stockholders is subject to the liabilities 
to the creditors of the company, it is obvious that preferred stock should not 
be ranked with the amounts due to creditors.
The answer to the inquiry is so obvious that the thought suggests itself that 
the inquirer must have some problem slightly different from that stated. 
He may have in mind the fact that provision is made in the issuance of preferred 
stocks looking to their gradual retirement through earnings. However, even 
in such event there is no obligation to retire the stock unless the profits are 
earned and the money contributed by the stockholders is always at the mercy 
of the business. It is customary, however, if such instalments become due 
and payable by reason of the requirements of their issue and the profitable 
operation of the business, to set aside out of surplus an amount sufficient to 
meet the instalment then due. In such a case the instalment which has 
definitely become due would, of course, have to appear among the liabilities in 
the same manner as a dividend declared but not paid.
PAID-IN AND EARNED SURPLUS ON BALANCE-SHEET
Question: The audit and annual report for a fairly large company whose 
stock is listed, have caused discussion between the company executives, the 
accountants and the attorney for the company as to the way in which the 
balance-sheet should show paid-in and earned surplus.
In this particular case, the paid-in surplus represents the earned surplus of 
the predecessor companies included in the present company. The present 
company has suffered substantial losses in the last three years which have ex­
ceeded the previous profits and, in fact, have exceeded the paid-in surplus.
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The company has previously made a division on its balance-sheet between 
paid-in surplus and earned surplus, but the attorney states that in the current 
situation the distinction between paid-in and earned surplus is meaningless. 
The facts are that the operating deficit has exhausted the paid-in surplus, as 
well as the earned surplus, and that the company is left with merely a net 
deficit or impairment of capital. He states further that if the company makes 
earnings, it will only be necessary for the earnings to cover this net impairment 
of capital before dividends can be paid from a balance of earnings, and that 
whatever distinction there once was between paid-in and earned surplus has 
been wiped out by the operating deficit exceeding the paid-in surplus. He 
further states that, as a matter of accounting, the operating deficit should be 
charged on the books against the paid-in surplus and that both on the books 
and on the published statement there should be shown merely a net balance 
as deficit.
Answer: It would appear that the company in question resulted from the 
merger of certain predecessor companies and that at the time of merger there 
existed paid-in surplus representing the combined earned surpluses of the 
predecessor companies.
In cases of a true merger where the merging companies have earned surplus, 
it is our opinion that this earned surplus is still available to the stockholders 
of the new company and can be paid out in dividends. It follows, therefore, 
that if the company has losses which impair its capital as represented by its 
capital stock it would only be necessary to restore this impairment before it 
can continue to pay dividends. From an historical point of view we believe 
that it would be a mistake to merge the accounts on the books and in the 
statements. It is important to know the results of the operations of the new 
company from the date of its inception.
In an article by J. M. B. Hoxsey published in The Journal of Account­
ancy for October, 1930, entitled “Accounting for investors,” a clear distinction 
is made between true merger, that is where the identity of the merged corpora­
tion continues, though in different form, and where the earned surplus of the 
merged company may be properly continued as such by the merging company, 
and the acquisition of the stock of one corporation by another. In the latter 
case no earned surplus of the acquired company as at the date of acquisition 
can be recognized as part of the earned surplus of the combined companies.
GOODWILL OF MILK DEALER
Question: Corporation A buys milk direct from the farmers and dairymen’s 
league, going through the various processes necessary until it is bottled. The 
corporation sells all of its milk to corporation B. Corporation B sells direct to 
retail stores. The stockholders of both companies are almost identical. 
Corporation C is making overtures to corporation A and B, for the purchase 
of the business of both corporations. Goodwill is a factor to be considered by 
the stockholders of corporations A and B, and they have asked my opinion as 
to how they should estimate the value of their goodwill.
Answer: It should be borne in mind that one company has the retail outlets 
and, we assume, has a certain established trade name. The other company, 
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in turn, has an established source of raw material supply, although it is possible 
that because of the present low prices for milk, there may be some dissatisfac­
tion among the farmers. While it is true that the value of goodwill may be 
measured by the amount which a purchaser will be willing to pay for it, in 
this instance, when a definite basis for measuring its value is desired, we would 
suggest that goodwill be valued at three years’ purchase price of the average net 
profits of the last five years.
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